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Preface and Acknowledgements

Founded in 2003, the Acquisition Research Program (ARP) has become an
institutional, multi-disciplinary entity. In 2006 the ARP made significant and sustaining
progress toward realizing its goals to:

1. Position NPS as arecognized leader in defense acquisition research.

2. Establish NPS acquisition research as an integral part of policy-making for
Department of Defense officials.

3. Create a stream of relevant information concerning the performance of DoD
Acquisition policies with viable recommendations for continuous process
improvement.

4. Prepare the DoD workforce to participate in the continued evolution of the
defense acquisition process.

5. Collaborate with other universities, think tanks, industry and government in
acquisition research.

Since inception, over 100 reports and papers have been published, thereby making a
significant contribution to the body of literature on the defense acquisition process.
Through these research products, ARP sponsors are receiving substantial help with and
insights into the pressing business issues of the day.

The synergy between faculty research and student classroom instruction has been
exceptional with many relevant and current instructional materials emerging from research
products, thus enhancing the student educational experience. Faculty are “refreshed” in
defense-relevant subject matter, and students are better prepared to enter the acquisition
work force. In recognition of these successes, the Under Secretary of Defense for
Acquisition, Technology and Logistics (USD (AT&L)) provided $1M in funding for additional
projects. This funding expands the ARP by 30% and is a pilot for future increases in
research funding.

Researcher opportunities provided by the Chair offer significant benefits to
researchers: (1) provision of funding saving researchers “marketing” time; (2) ties with
sponsor POCs thus assuring DOD relevant research; (3) assistance with final formatting,
editing and publishing thus relieving researchers from the “non-intellectual” aspects of their
research. Each of these is a substantial benefit but the growing connectivity between
researchers and sponsors is paying large dividends to all concerned. While we at the Naval
Postgraduate School like to think of our institution as the world’s leader in defense
acquisition research, we also recognize that, because of our limited size and resources, we
are able to study only a few of acquisition’s myriad of complex issues and challenges. We
know that genuine progress in acquisition research can be achieved and sustained only to
the extent that scholars from a broad range of institutions and disciplines are engaged to
participate. Once this “critical mass” of researchers is formed, we may anticipate that
acquisition will become a field of its own, with perhaps a variety of acquisition journals,
acquisition conferences, and university courses in acquisition management and policy.
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Such intellectual capacity, we may hope, will before long prevail against acquisition’s
perennial and often pernicious problems.

Accordingly, the year 2006 was especially significant for the NPS Acquisition
Research Program in taking major strides toward expanding the program’s reach in
important ways to other institutions. The number of research institutions participating as
collaborators grew to 35 with the formation of a Virtual University Consortium. Most
noteworthy was, as mentioned above, our securing sponsorship from USD(AT&L) to fund
research proposals selected from a nationwide call, or Broad Agency Announcement (BAA)
(copy available at www.acquisitionresearch.org). We’'re truly excited at the prospects of
receiving innovative and cutting edge proposals from the top minds around the country. We
trust that this new sponsorship will act like good seeds sown in fertile soil, yielding rich fruits
of profitable acquisition research for many years to come.

We gratefully acknowledge the ongoing support and leadership of our sponsors,
whose foresight and vision have assured the continuing success of the Acquisition
Research Program:

Under Secretary of Defense (Acquisition, Technology and Logistics)
Assistant Secretary of the Navy (Research, Development and Acquisition)
Program Manager (Infantry Combat Equipment)

Program Executive Officer (Integrated Warfare Systems)

Program Executive Officer (Littoral and Mine Warfare)

Project Manager (Modular Brigade Enhancements)

Program Executive Officer (Ships)

Dean of Research, Naval Postgraduate School

We also thank UGS Corporation and the Naval Postgraduate School Foundation and
acknowledge their generous contributions in support of this symposium.

James B. Greene, Jr. Keith F. Snider, PhD
Rear Admiral, US Navy (ret) Associate Professor
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The NPS “A Team”

Rear Admiral James B. Greene, Jr. USN (Ret.) — Acquisition Chair, Naval
Postgraduate School. RADM Greene develops, implements and oversees the Acquisition
Research Program in the Graduate School of Business and Public Policy. He interfaces with
the DoD, industry and government leaders in acquisition, supervises student MBA projects
and conducts guest lectures and seminars. Before serving at NPS, RADM Greene was an
independent consultant focusing on Defense Industry business development strategy and
execution (for both the public and private sectors), minimizing lifecycle costs through
technology applications, alternative financing arrangements for capital-asset procurement,
and “red-teaming” corporate proposals for major government procurements.

RADM Greene served as the Assistant Deputy Chief of Naval Operations (Logistics)
in the Pentagon from 1991-1995. As Assistant Deputy, he provided oversight, direction and
budget development for worldwide US Navy logistics operations. He facilitated depot
maintenance, supply-chain management, base/station management, environmental
programs and logistic advice and support to the Chief of Naval Operations. Some of his
focuses during this time were leading Navy-wide efforts to digitize all technical data (and,
therefore, reduce cycle time) and to develop and implement strategy for procurement of
eleven Sealift ships for the rapid deployment forces. He also served as the Senior Military
Assistant to the Under Secretary of Defense (Acquisition) from 1987-1990 where he advised
and counseled the Under Secretary in directing the DoD procurement process.

From 1984-1987, RADM Greene was the Project Manager for the Aegis project. This
was the DoD’s largest acquisition project with an annual budget in excess of $5 Billion/year.
The project provided oversight and management of research, development, design,
production, fleet introduction and full lifecycle support of the entire fleet of Aegis cruisers,
destroyers and weapons systems through more than 2500 industry contracts. From 1980-
1984, RADM Greene served as Director, Committee Liaison, Office of Legislative Affairs
followed by a tour as the Executive Assistant, to the Assistant Secretary of the Navy
(Shipbuilding and Logistics). From 1964-1980, RADM Greene served as a Surface Warfare
Officer in various duties, culminating in Command-at-Sea. His assignments included
numerous wartime deployments to Vietnam as well as the Indian Ocean and the Persian
Gulf.

RADM Greene received a BS in Electrical Engineering from Brown University in
1964; he earned a MS in Electrical Engineering and a MS in Business Administration from
the Naval Postgraduate School in 1973.

Keith F. Snider — Associate Professor of Public Administration and Management in
the Graduate School of Business & Public Policy at the Naval Postgraduate School in
Monterey, California, where he teaches courses related to defense acquisition management.
He also serves as Principal Investigator for the NPS Acquisition Research Program and as
Academic Associate for resident NPS acquisition curricula.

Professor Snider has a PhD in Public Administration and Public Affairs from Virginia
Polytechnic Institute and State University, a Master of Science degree in Operations
Research from the Naval Postgraduate School, and a Bachelor of Science degree from the
United States Military Academy at West Point. He served as a field artillery officer in the US
Army for twenty years, retiring at the rank of Lieutenant Colonel. He is a former member of
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the Army Acquisition Corps and a graduate of the Program Manager’s Course at the
Defense Systems Management College.

Professor Snider’s recent publications appear in American Review of Public
Administration, Administration and Society, Administrative Theory & Praxis, Journal of Public
Procurement, Acquisition Review Quarterly, and Project Management Journal.

Karey L. Shaffer — Program Manager for the Acquisition Research Program at the
Graduate School of Business and Public Policy, Naval Postgraduate School. As PM, Shaffer
is responsible for operations and publications in conjunction with the Acquisition Chair and
the Principal Investigator. She has also catalyzed, organized and managed the Acquisition
Research Symposiums hosted by NPS.

Shaffer has also served as an independent Project Manager and Marketing
Consultant on various projects. Her experiences as such were focused on creating
marketing materials, initiating web development, assembling technical teams, managing
project lifecycles, processes and cost-savings strategies.

From 2001-2002, Shaffer contracted to work as the Executive Assistant to the Vice
President for Leadership and Development Human Resources for Metris Companies in
Minneapolis. In this capacity, she introduced project lifecycle and process improvements to
increase efficiency. Likewise, as a Resource Specialist contractor at Watson Wyatt
Worldwide in Minneapolis, she developed and implemented template plans to address
continuity and functionality in corporate documents; in this same position, she introduced
process improvements to increase efficiency in presentation and proposal production in
order to reduce the instances of corruption and loss of vital technical information.

Shaffer has also served as the Project Manager for Imagicast, Inc. and as the
Operations Manager for the Montana World Trade Center. At Imagicast, she was asked to
take over the project management of four failing pilots for Levi Strauss in the San Francisco
office. Within four months, the pilots were released; the project lifecycle was shortened; and
the production process was refined. In this latter capacity at the MWTC, Shaffer developed
operating procedures, policies and processes in compliance with state and federal grant
law. Concurrently, she managed $1.25 million in federal appropriations, developed
budgeting systems and secured a $400,000 federal technology grant. As the Operations
Manager, she also designed MWTC’s Conference site, managed various marketing
conferences, and taught student practicum programs and seminars.

Shaffer has her BA in Business Administration (focus on International Business,
Marketing and Management) from the University of Montana. She is currently earning her
MBA from San Francisco State University.

A special thanks to our editor Jeri Larsen for all that she has done to make this
publication a success, to David Wood and Carl Matsen for production, to lan White for
graphic support, to Lindsay D’Penha for CD programming, to Jordy Boom for conference
website development. We would like acknowledge Arlene Pulido, Jennifer Watson, Bon
Troung, Toan Tran and Jason Munoz of the staff at the Graduate School of Business &
Public Policy for all the administrative support on the backend to make the Symposium a
success. Our program success is directly related to the combined efforts of many.
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Announcement and Call for Proposals

The Graduate School of Business & Public Policy at the Naval Postgraduate School
announces the 5" Annual Acquisition Research Symposium to be held May 14-15, 2008
in Monterey, California.

This symposium serves as a forum for the presentation of acquisition research and
the exchange of ideas among scholars and practitioners of public-sector acquisition. We
seek a diverse audience of influential attendees from academe, government, and industry
who are well placed to shape and promote future research in acquisition.

The Symposium Program Committee solicits proposals for panels and/or papers
from academicians, practitioners, students and others with interests in the study of
acquisition. The following list of topics is provided to indicate the range of potential research
areas of interest for this symposium: acquisition and procurement policy, supply chain
management, public budgeting and finance, cost management, project management,
logistics management, engineering management, outsourcing, performance
measurement, and organization studies.

Proposals must be submitted by November 9, 2007. The Program Committee will
make notifications of accepted proposals by December 7, 2007. Final papers must be
submitted by April 4, 2008 to be included in the Symposium Proceedings.

Proposals for papers should include an abstract along with identification, affiliation,
and contact information for the author(s). Proposals for papers plan for a 20 minute
presentation. Proposals for panels (plan for 90 minute duration) should include the same
information as above as well as a description of the panel subject and format, along with
participants’ names, qualifications and the specific contributions each participant will make
to the panel.

Submit paper and panel proposals to www.researchsymposium.org .
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NPS BAA-0O7-002

BROAD AGENCY ANNOUNCEMENT
Acquisition Research Program

Naval Postgraduate School

Open until 4:00 pm PDST 1 June 2007

Primary objective is to attract outstanding researchers and scholars to
investigate topics of interest to the defense acquisition community. The
program solicits innovative proposals for defense acquisition management and
policy research to be conducted during fiscal year (FY) 2008 (1 Oct 07 -30 Sep 08).

Defense acquisition management and policy research refers to
investigations in all disciplines, fields, and domains that (1) are involved in the
acquisition of products and/or services for national defense, or (2) could
potentially be brought to bear to improve defense acquisition. Itincludes but is
not limited to economics, finance, financial management, information systems,
organization theory, operations management, human resources management, and
marketing, as well as the “traditional” acquisition areas such as contracting,
program/project management, logistics, and systems engineering management.

This program is targeted in particular to U.S. universities (including U.S.
government schools of higher education) or other research institutions
outside the Department of Defense.

The Government anticipates making multiple awards up to $100,000 each for
a basic research period of twelve months. NPS plans to complete proposal
evaluations and notify awardees in early August 2007.

Full Text for NPS BAA-07-002
at

http://www.nps.edu/Research/WorkingWithNPS.html

ACQUISITION RESEARCH: CREATING SYNERGY FOR INFORMED CHANGE - vii -




THIS PAGE INTENTIONALLY LEFT BLANK

ACQUISITION RESEARCH: CREATING SYNERGY FOR INFORMED CHANGE - viii -




NPS-AM-07-004

)

PROCEEDINGS

OF THE

FOURTH ANNUAL ACQUISITION
RESEARCH SYMPOSIUM
THURSDAY SESSIONS
VOLUME I1

Acquisition Research:

Creating Synergy for Informed Change
May 16-17, 2007

Published: 30 April 2007

Approved for public release, distribution unlimited.

Prepared for: Naval Postgraduate School, Monterey, California 93943

Disclaimer: The views represented in this report are those of the authors and do not reflect the official policy position
of the Navy, the Department of Defense, or the Federal Government.

ACQUISITION RESEARCH: CREATING SYNERGY FOR INFORMED CHANGE  -ix -




THIS PAGE INTENTIONALLY LEFT BLANK

&7 Acquisition Research: CREATING SYNERGY FOR INFORMED CHANGE

- X



TABLE OF CONTENTS

Thursday, May 17, 2007

KEYNOTE SPEAKET ... 361
Panel 11 - Strategic Financing of DoD Resources and Budget
0] T o 1= 363
The Folly of Consequence-free Budget Scoring...........ccccceeevvvvveeiinnn. 366
The Budget Scoring Alternatives Financing Methods for Defense
T V1] =0 0= £ 376
Panel 12 — Considerations in Making Logistics Support Choices for
WEAPON SYSTEMIS Luuuiiiiiiiiieiiiiiis e e e et e e e e et e e e e e e e eebr e eeeaees 399
Outsourcing for Optimal Results: Six Ways to Structure an
Evaluation of AIternatives.............ceeiiiiiiiiiiiiiieee e 401
Alternative Strategies for Managing MK48 Intermediate
MaiNteNANCE ACHIVILY .......ueeeiiieeiiiiiiiiiieiiiiiiiiieeieieeeeeeeeneeeeeeeeeeeeneenneennnenne 402
Panel 13 - Considerations for Acquisition Process Improvements ........... 403
Review of Defense Acquisition Structures & Capabilities...................... 405
An Integrated Portfolio Management Approach to Weapon System
Investments Could Improve DoD’s Acquisition Outcomes.................... 407
DoD Contract Termination Liability: An Analysis of Special
Termination Cost Clause (STCC)......uuuiiiiiiiieieiiiiee e 409
Panel 14 - Capabilities Assessment & Privatization of Defense
oo [ U =1 o 1 o SRR 423

Improving National Defense Acquisition and Resource

Management through Enterprise Organization, Capabilities

Assessment, Radical Reengineering, Capital and Longer-term

Budgeting and Privatization/Marketization ...............ccccvvvvvvvvinniinniinnnnn, 424

Budget Uncertainty and Business Manangement Reform in the
Department of Defense: Some Considerations for Acquisition

=T = Te =T 4 1= o | 429

Panel 15 - Enhancing Contract Performance Outcomes................coeeeeennnn. 445

The Cultural ReVOIULION ..o 446
Incentive Contracts: The Attributes that Matter Most in Driving

Favorable OUICOMES .......ooiiiiiiiiiiiiiee ettt 460

Panel 16 - New Dimensions in Acquisition Management............ccccccoeevnnee 463
Capabilities-centric Acquisition: A System of Systems View of

ACqUISItION MaNAGEMENT .......evvvieiiieeiieierieeieeeieerreerrrrereerrrrra ... 464

Lessons from Army System Developments............cccvveveveeeeniiniiiiiennenn. 473

Too Little Too Soon? Modeling the Risks of Spiral Development ......... 484

r@w Acquisition Research: CREATING SYNERGY FOR INFORMED CHANGE - Xi



Panel 17 - Topics in Cost Estimating & AnalysSiS......cccccccviiiiiieevieeviiiicin e, 501
Applying Insights from Transaction Cost Economics (TCE) to

Improve DoD CoSt EStIMation ..............eeueeeuiiiiiieiiiiiiiiiiieiiieeiieeienneeenenenes 502
Managing Uncertainty and Risk in Public-sector Investments............... 533
Dynamic Cost-contingency Management: A Method for Reducing
Project Costs While Increasing the Probability of Success................... 552
An Enterprise Model of Rising Ship Costs: Loss of Learning Due
to Time between Ships and Labor Force Instability.............................. 560
Panel 18 - Modeling & Simulation in Support of Acquisition..................... 573
Simulation Based Acquisition Revisited ............ccccceeiiiiiiiieviiiiiiii e, 575
An Innovative Approach for Training Acquisitions—Part Il.................... 576
An Open Strategy for the Acquisition of Models and Simulations.......... 577
Application of Systems Engineering Principles in Curricular Design..... 578
Panel 19 - AcqQUISItioN Of SEIVICES......ccociiiiiiiiiie e 579
Enterprise Challenges Facing the Strategic Sourcing of Services........ 581
The Commander of Naval Installations and the Acquisition of
S BI VIS e 581
Performing Quality Assurance and Effectively Administering the
StrategiC SOUrCiNg Of SEIVICES .......uuuiiiiiieiiiiiiiiiiiee e 581
Essential Elements to Successful Execution of Strategically
SOUICEA SEIVICES ...ttt e et e e e e e e e s aaas 581
Delivering to the Warfighter ... 581
Managing the Service Supply Chain in Department of Defense:
Implications for the Program Management Infrastructure ..................... 582
Panel 20 - Military Logistics and Maintenance: Beyond Lean and Six
T [0 1 £ = NPT PP PPPPPPPP 597
Lean Six Sigma Implementation for Military Logistics to Improve
REATINESS ...t 599
Beyond AIRSpeed: How Organizational Modeling and Simulation
Further Reduced Engine Maintenance Time...........c.oovvviiiiiiiiiiiiieeennnnee. 615
ﬁuﬂ@w Acquisition Research: CREATING SYNERGY FOR INFORMED CHANGE - Xii



Keynote Speaker

Thursday, Keynote Speaker
May 17, 2007

8:00 a.m. — Keynote Speaker

9:15 a.m.
Mr. Shay D. Assad — Director, Defense Procurement and Acquisition

Policy, Office of the Under Secretary of Defense (Acquisition, Technology
and Logistics)

Keynote Speaker: Mr. Shay Assad assumed his position as
Director of Defense Procurement and Acquisition Policy (DPAP)
on April 3, 2006. As the Director of DPAP, he is responsible for all
acquisition and procurement policy matters in the Department of
Defense (DoD). He serves as the principal advisor to the Under
Secretary of Defense for Acquisition, Technology and Logistics,
the Deputy Under Secretary for Acquisition and Technology, and
the Defense Acquisition Board on acquisition/procurement
strategies for all major weapon systems programs, major
automated information systems programs, and services
acquisitions. He is responsible for procurement/sourcing
functional business process requirements in the Department’s

Business Enterprise Architecture (BEA) and Enterprise Transition Plan (ETP). Mr. Assad is
DoD'’s advisor for competition, source selection, multiyear contracting, warranties, leasing and
all international contracting matters.

Before assuming this position, Mr. Assad was the Assistant Deputy Commandant, Installations
and Logistics (Contracts), Headquarters, Marine Corps, Washington, D.C. He had held the
position as the Marine Corps’ senior civilian contracting official since June 2004.

Upon graduating with distinction from the U.S. Naval Academy in 1972, he served two tours of
duty aboard U.S. Navy destroyers and won recognition as Outstanding Junior Officer, Fifth
Naval District. He then served as a Naval Procurement Officer at the Naval Sea Systems
Command, where he was responsible for the negotiation and administration of the Aegis
Weapons Systems engineering and production contracts.

In 1978, Mr. Assad began working for the Raytheon Company. Between 1978 and 1994 he
served in several increasingly responsible contract management positions in Raytheon's largest
Electronics and Missile divisions gaining extensive experience in defense, commercial and
international contracting. He was intimately involved in numerous major programs such as
PATRIOT, HAWK, AMRAAM, PAVE PAWS, BMEWS, Standard Missile, Aegis ER, Sparrow and
Ballistic Missile Defense. In 1994, he was promoted to Vice President — Director of Contracts for
Raytheon, and was subsequently promoted to Senior Vice President, Contracts in 1997. As
such, he was responsible for the contract negotiation and administration activities ($20 Billion) in
all of Raytheon's businesses — both government and commercial.
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In addition to his contracting duties, Mr. Assad was given numerous program and business
management special assignments by Raytheon's Executive Office. These assignments
spanned participation in all three of Raytheon's major operating businesses — Government,
Aviation, and Engineering and Construction.

In 1998 he was promoted to Executive Vice President and served as the Chief Operating Officer
and subsequently, as the Chairman and Chief Executive Officer of Raytheon's Engineering and
Construction (RE&C) business. RE&C was a $2.7 billion international company with more than
15,000 professional and craft employees, 24 product lines and 11 major offices worldwide.

After his retirement from the Raytheon Company, in 2001, Mr. Assad established a small
business primarily providing consulting and retail services.
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Panel 11 - Strategic Financing of DoD Resources and Budget
Policies

Thursday, Panel 11 - Strategic Financing of DoD Resources and Budget
May 17 2007 Policies

9:15a.m. — Chair:

11:00.m.

Donald Summers, Lecturer, Naval Postgraduate School

Discussants:
William Eggers, Global Research Director, Deloitte Research Public Sector
E. Sanderson (Sandy) Hoe, Partner at McKenna, Long & Aldridge, LLP

Jim Hearn, Director for Federal Programs and Budget Process, Senate
Budget Committee

Papers:
The Folly of Consequence-free Budget Scoring
Gerald S. Koenig, Hannon Armstrong Advisory Services

The Budget Scoring Alternatives Financing Methods for Defense
Requirements

LT Leonard Leos, USN, LT Paul Rouleau, USN, and LT Mark
Wadsworth, USN, Naval Postgraduate School

Chair: Donald E. Summers, LtCol, USMC (Ret.), CMA, CFM is Lecturer in Financial Management,
Graduate School of Business & Public Policy, Naval Postgraduate School. He received an MS from the
Naval Postgraduate School. Before retiring from the USMC, he was Program Budget Coordinator for the
Chief Financial Officer, Headquarters Marine Corps. He has been employed as a senior financial analyst
for Household Credit Services and as the executive assistant to the Chairman/CEO (Mr. Bill Agee) of
Morrison Knudson Corporation. His interests are financial & managerial accounting, federal budgeting
and armed forces comptrollership.

Discussant: William Eggers, Global Research Director, Deloitte Research Public Sector, is a Senior
Fellow at the New York-based Manhattan Institute for Policy Research. He examines how technology can
be used to reinvent government structures for greater efficiency. In addition he is the Global Director for
Deloitte Research-Public Sector, where he is responsible for research and thought leadership for
Deloitte’s public-sector practice.

He is the author of two new books on transforming government: Government 2.0: Using Technology to
Improve Education, Cut Red Tape, Reduce Gridlock, and Enhance Democracy (Rowman and Littlefield,
2005) and Governing by Network: The New Shape of the Public Sector (Brookings, 2004).

Eggers is a former appointee to the US Office of Management and Budget's Performance Measurement
Advisory Commission and the former Project Director for the Texas Performance Review/ e-Texas
initiative. The two performance reviews Eggers was involved in identified over $2.5 billion worth of
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savings and non-tax revenues for the state. Over 60 percent of the recommendations in the reviews were
enacted into law. Mr. Eggers also served as a Commissioner for the Texas Incentive and Productivity
Commission and a designee on the Texas Council on Competitive Government.

In addition, Eggers was the Chair of the Government Reform Policy Committee for then Governor George
W. Bush during his first presidential campaign. In this capacity he coordinated research for the campaign
in government management and reform issues.

Mr. Eggers is the former Director of Government Reform at the Reason Public Policy Institute, a Los
Angeles-based think tank. A nationally recognized expert on government reform, Eggers is the 1996
winner of the prestigious Roe Award for leadership and innovation in public policy research and the 2002
APEX award for excellence in business journalism. Mr. Eggers is also the co-author of Revolution at the
Roots: Making our Government Smaller, Better, and Closer to Home (The Free Press). The book was
named the winner of the 1996 Sir Anthony Fisher International Memorial Award for the book "making the
greatest contribution to the understanding of the free economy during the past two years."

Prior to joining the Reason Foundation, Mr. Eggers assisted reformers in Eastern Europe and the former
Soviet Union with the transition from socialist to free-market economies as a policy analyst at The
Heritage Foundation in Washington, D.C.

Mr. Eggers has advised dozens of cities, states, and foreign countries and trained hundreds of public
officials on restructuring government.

Mr. Eggers graduated magna cum laude from the University of California at San Diego.

Discussant: E. Sanderson (Sandy) Hoe, Partner at McKenna, Long & Aldridge, LLP, work
encompassed counseling and litigation on behalf of clients on a broad range of government contracts
laws and regulations. His expertise extends from issues in contract formation, including bid protests, the
negotiation of subcontracts and the structuring of complex private financing, to the preparation of complex
claims, and to resolution of post-award contract disputes through litigation or alternate dispute resolution
methods. His clients include major companies in the defense, telecommunications, information
technology, financial, and health care industries.

Sandy has counseled clients on government socio-economic programs, the flowdown of requirements to
government subcontractors, the application of international agreements such as the Buy American Act
and Trade Agreements Act to government contractors and a host of other issues. He has litigated multi-
million dollar contract disputes involving government allegations of contractor defective pricing and failure
to perform. His litigation experience includes challenges to government refusal fully to reimburse
contractors terminated for convenience. He has settled major prime - subcontractor disputes through
mediation. He served on the ABA committee that prepared model flow-down terms and conditions for
subcontracts under government prime contracts following adoption of the Federal Acquisition Regulation
in 1984. He also is expert on efforts by the government to outsource work to the private sector and co-
chairs the ABA's Public Contract Law Section, Privatization and Competitive Sourcing Committee.

In the area of finance, and to help clients take advantage of government initiatives to privatize certain of
its activities, Sandy successfully has counseled clients in the creation of third-party financed government
contracts, including long-term leases, and related ancillary agreements for such items as ships, aircraft,
military housing, energy facilities and information technology. Clients in this field have included major
contractors, banks, investment bankers and insurance companies.

Sandy is the author of "Law for Engineers" (George Washington University, 1980) and "Flow-Down
Clauses in Subcontracts," Briefing Papers (Federal Publications, Inc.). He was a professorial lecturer in
Engineering Law at George Washington University (1980-1984) and has lectured for Federal
Publications, Inc., the National Contract Management Association, the American Bar Association, and
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industry groups. He served for six years on the Steering Committee of the Section on Government
Contracts and Litigation of the District of Columbia Bar, including three years as co-chair.

For several years, Sandy also practiced telecommunications regulatory law, appearing before numerous
state public utility commissions in hearings to open the local exchange markets for new entrants under

the Telecommunications Act of 1996.

Discussant: Jim Hearn, Director for Federal Programs and Budget Process, Senate Budget
Committee
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The Folly of Consequence-free Budget Scoring

Presenter: Gerald S. Koenig is Managing Director of Hannon Armstrong Advisory Services, a firm that
advises government and corporate clients on the economics and financing of critical infrastructure needs.
He has over twenty years of experience in senior executive and legal positions and served both on the
White House staff under President Ronald Reagan and in the Office of Secretary of Defense under
Richard Cheney. Mr. Koenig received a BS in engineering from West Point, an MA in International
Relations from USC, and a JD in International Business Transactions from the George Mason University
School of Law; he is a member of the District of Columbia Bar.

HA Advisory Services advises government and corporate clients on how to use multiyear Federal funding
to acquire critical infrastructure needs. HA Advisory Services is an affiliate of Hannon Armstrong Capital,
which for over 25 years has provided financing for government infrastructure projects.

Things and actions are what they are, and the
consequences of them will be what they will be;
why, then, should we desire to be deceived?

Bishop Joseph Butler
1692-1752

Overview

Current Congressional Budget Office (CBO) budget scoring rules cheat taxpayers and
warfighters by ignoring the high cost of not acquiring cost-effective upgrades to critical combat
weapons. Treating paid-over-time procurements as if they are paid-up-front budget outlays
necessarily perpetuates waste and inefficiency where we can least afford it: on the modern
battlefield. As a result, the current acquisition process for such upgrades involves a simplistic,
two-step process. First, determine if paying the entire cost up-front of an upgrade is less
expensive than the net present value of paying for the upgrade over time. Once paying up-front
is “discovered” to be the cheaper option (as nearly always occurs), the next step is to abandon
the upgrade as soon as it fails to compete successfully for scarce procurement budget dollars.
An extremely conscientious program official may repeat this process for a number of budget
cycles. Butin the end, the outcome is predictable. The game is just rigged that way.

The problem is that these policies have real consequences that squander taxpayer
dollars while degrading battlefield performance. Many of America’s major combat weapons
systems have engines that are so old and obsolete that modern upgrades would easily pay for
themselves in fuel and maintenance savings while dramatically increasing combat range and
battlefield reliability. The private sector is willing to give the DoD such upgrades at no upfront
cost in exchange for annual “mortgage-like” payments that are never greater than verified
savings in fuel and maintenance. How can we know this? Because the DoD has routinely used
such “paid-from-savings” contracts for over a decade to upgrade infrastructure on military
bases. Similar contracts are widely used by the DoD to acquire vast amounts of information
technology and telecommunication assets.

But when legislation was introduced in Congress to extend paid-from-savings contracts
to combat platforms, the CBO “scored” the legislation so high that it effectively killed the
legislative effort. The CBO insists that paid-over-time acquisitions should “score” for budget
purposes in the same manner as if an outright purchase was made—even if the payments-over-
time are limited by law to the verified savings produced by the acquisition. By counting the
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payments and ignoring the savings as “speculative,” the CBO ensures wasteful outcomes; the
more an upgrade saves, the more the CBO will assert it costs.

The CBO claims that accounting for acquisitions in any other manner is inconsistent with
the Budget Act of 1967. The fact is that that Act and all Federal budget laws are silent on this
issue. The CBO’s position is really a hunch—no more than one interpretation of general
principles. The CBO’s counterpart in the Executive Branch, the Office of Management and
Budget (OMB), reaches the opposite conclusion.

The CBO views its scoring policy in a consequence-free vacuum and sees its role as a
dispassionate arbiter of how to apply general budget principles to specific legislation. Actual
outcomes are seen as irrelevant—or, at the very least, as highly speculative and, therefore,
properly dismissed.

Supporting this dysfunctional acquisition system is an almost smug attitude among many
defense acquisition policy apparatchiks. Unfortunately, military and civilian officials who should
be fierce advocates for warfighters on such policy issues are missing in action on this issue.
Since the Boeing tanker lease scandal, anyone who challenges the orthodoxy of traditional
defense procurement is considered, at best, politically tone-deaf.

Government accounting procedures should serve the mission of the government—not
vice-versa. If the National defense mission of the Federal government is important enough to
siphon off wealth from citizens in the form of taxes, the first rule should be that every tax dollar
must buy the most combat power possible. Budget rules that frustrate this purpose need to be
changed.

Why Inefficiency Matters on Combat Platforms

The President’s 2006 State of the Union address should resonate in many quarters,
including in the President’s own Executive Branch. Nowhere is the “addiction to oil” that the
President cited more serious than in the Federal government, which enjoys the distinction of
being the largest single consumer of energy in the world. Within the Federal government, the
Department of Defense leads all agencies in consumption of oil. This is not surprising,
considering the vast arsenal of tanks, ships, aircraft and bases that the DoD uses in its critical
warfighting operations.

What is surprising, however, is how brave Americans are sent into battle with obsolete
oil-consuming systems that would be cheaper to replace with state-of-the-art upgrades. Some
of our most famous aircraft and other weapons systems are long overdue for new engines since
their forty-year-old engines are underpowered and undependable—and waste billions of
taxpayer dollars on fuel.

Breaking any addiction requires that one first admit there is a problem. As taxpayers, we
have a problem with Federal accounting rules that are rigged to waste our tax dollars. As for
warfighters, their problem is that these same policies send them into battle with second-rate
equipment. But all of us have a common problem: Federal accountants clearly could not care
less about these outcomes; their attitude is simple: It's not my department.

Since the American Revolution, how the government buys military goods and services
been a source of constant concern—and with good reason. Failing to get the most for each
taxpayer dollars is always bad, but it is hard to imagine a greater abomination than when
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American warfighters are sent into battle with second-rate equipment when first-rate equipment
could bought at less cost. Historically, war profiteers and corrupt bureaucrats are the usual
suspects, but here the culprits are myopic budget officials.

Most Americans would be surprised to learn that some of our best-known weapons are
grossly underpowered by forty-year-old engines that cheat warfighters of combat range and
power while cheating taxpayers by guzzling gas and requiring ever-increasing amounts of
maintenance. Reengining with state-of-the-art engines could give warfighters the best “bang for
the buck” while taxpayers would harvest a windfall in savings. The savings are so great and so
certain that the private sector has offered the DoD a compelling offer: Let us give you the new
engines, and you can pay us back from the savings—»but only if and when those savings
materialize.

The DoD routinely accepts such offers when the stakes are low, such as upgrading
energy systems on military bases. Congress created Energy Savings Performance Contracts in
the 1990s for exactly this purpose. Since then, billions of taxpayer dollars have been saved
using these “paid-from-savings-over-time” contracts. The advantage is not just a matter of
making defense contractors guarantee savings. The real advantage is that these contracts
break the cycle in which aging engines rarely compete successfully for full, up-front funding in
the Federal budget process.

That cycle is, after all, how these assets got to be old and obsolete in the first place.
Nevertheless, many OMB and CBO budget officials fail to see this is a problem, despite it being
documented in numerous DoD and Air Force studies and reports to Congress. The accountants
remain fixed in their belief that if replacing obsolete engines was important enough, the DoD’s
limited capital budget would be allocated to that purpose. These same accountants are not
bothered that the other major part of the defense spending, the “operations and maintenance”
budget, is being drained by these gas-guzzling maintenance hogs year-in and year-out—even
when offered a paid-from-savings solution that pays for the new engines out of savings from
existing operations and maintenance budget levels. Tough luck, soldier, is their bottom line.

Of course, buying anything over time is more expensive than paying cash up-front. But
as long as there is a National Debt, even capital appropriations from Congress cost the
taxpayers interest. Thus, the issue is really how much more interest does an Energy Savings
Performance contract cost the taxpayers, and what do the taxpayers get for that extra cost?
Moreover, the real world choice is not just between buying outright or buying over time. The
third—and most often selected—choice is simply to do nothing.

Unfortunately, doing nothing can be the worst choice of all. This is exactly what is
occurring in a surprising number of combat fleets, from Abrams tanks to B-52 Bombers. To be
clear, a legacy tank, aircraft or ship itself may still have decades of useful life. After all, it's hard
to wear out a tank. And until some new enemy advances Panzer-technology, the Abrams tank
is unlikely to meet its match on a battlefield anytime soon. The same goes for B-52 and the
Joint STARS aircraft fleets—and any number of other legacy fleets.

But technology advances at different rates in different areas. So, while these ships,
tanks and aircraft may still be perfectly suited for battle, their engines often are not. Engine
technology has advanced so profoundly in the last few decades that state-of-the-art engines can
quickly pay for themselves in fuel and maintenance savings—and do this while providing greater
power, combat range and battlefield reliability. A recent Air Force study estimated that
reengining the B-52 fleet alone would pay for itself in less than half of the remaining life of the
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airframe, extend combat range by 30% and save so much fuel that even in peacetime, it would
be equivalent to taking over 144,000 cars off the road each year.

None of this is disputed by the DoD, Congress or the White House. So, why are we still
sending brave Americans into battle with obsolete equipment that costs taxpayers more than
state-of-the-art alternatives? The reason is simple: Federal accountants are blocking combat
upgrades that save money and lives because their accounting rules are based on bad logic.

Just as with energy system upgrades on military bases, there are generally three
choices with obsolete engines. First, you can buy the upgrade outright, assuming that
reengining B-52s, Joint STARS or Abrams tanks can compete for scarce capital appropriations.
Second, you can buy the upgrade over time, matching payments with the savings produced by
the upgrade, thereby spending no more in any given year than would have otherwise been
spent. Third, you can do nothing.

Again, no one disputes these alternatives. In fact, a recent DoD study submitted to
Congress even identified the lifecycle costs for each of these three alternatives for replacing the
forty-year-old engines on one of America’s most successful combat aircraft: Joint STARS:

Option A: Outright Purchase: $ 1.0 Billion
Option B: Purchase Over Time: $ 1.2 Billion
Option C: Do Nothing: $ 1.5 Billion

Any reasonable person would quickly understand that Option A is the best choice. And
if for some reason Option A is not possible, Option B is the next best alternative. Clearly,
Option C is the worst choice.

But when viewed through the prism of Federal budget policy, the logic gets twisted in
this way: Because Option B costs more than Option A, Option B must be eliminated from any
further consideration. So the choice is between Option A and Option C. But history shows
Option A is not a realistic possibility, since the DoD usually has more urgent priorities than
replacing engines that, after all, still work. So Option C is the end result.

Privately, everyone agrees that Option A is not likely to happen. Like a frog in boiling
water, Federal decision-makers never really feel the pain of creeping obsolescence in weapons
systems. As a result, even the most economically sound upgrades rarely compete successfully
for budget dollars against higher priorities. Nor is this necessarily a bad decision. Imagine
having to choose between upgrading Humvees with either new armor against roadside bombs
or a new engine. New armor will save lives right away, so it should (and does) get priority.

This example is representative of the difficult choices made every day. The point is that
even if we assume that DoD and Congress sort out these priorities properly, shouldn’t Option B
at least remain on the table for consideration? If “paid-from-savings” contracts are a legitimate
tool for upgrading the rear echelon, why shouldn’t the tool be available on the front line?

Several years ago, a bipartisan group of Senators and Congressmen ranging from
Senators Sue Collins to Pat Roberts to Hillary Clinton introduced legislation that would allow the
DoD to use Energy Savings Performance Contracts to upgrade combat aircraft, ships and
vehicles. This was a bill (S. 2318 / H.R. 3339) that appealed to hawks, environmentalists and
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anti-government waste advocates equally. There was no apparent opposition until the CBO and
OMB accountants successfully killed the effort.

The CBO asserted that Energy Saving Performance Contracts outlays are real, but their
savings are speculative—even though they are, by law, a mathematical identity. The House
Energy Committee Chairman, Joe Barton, called the CBO'’s reasoning “absurd,” and Senate
Energy Committee Chairman (and former Budget Committee Chairman) Pete Domenici stated:
“CBO views these contracts as outlays by the federal government. The truth is that these
contracts cost the government nothing.”

But because of the CBO, Congress was barely able to muster the votes to reauthorize
these contracts for use in upgrading military buildings, gagging down a $2.8 billion “score” from
the CBO. Tragically for our warfighters and taxpayers, the CBO'’s Alice-in-Wonderland
accounting estimated an expansion of these contracts for use on combat systems at about $15
billion. This “cost” was too much for anyone to ignore, but not enough for anyone to engage in a
political firefight with the CBO. So, the Energy Act of 2005 was passed with Energy Savings
Performance Contracts for military buildings fully reauthorized, but nothing authorized for
battlefield assets.

The great irony is that the CBO'’s scoring policy makes it painful to save a little taxpayer
money and impossible to save a lot.

Contributing to and applauding this perverse outcome is the OMB, the accountants for
the Executive Branch, including the DoD. To their credit, the OMB believes that Energy Savings
Performance Contracts cost the government nothing. But the OMB went out of its way to
disparage using this proven tool to upgrade combat systems. The reason? Only that, “it is
inconsistent with Federal fiscal and procurement policies.” No kidding...

In a less dangerous world, wasting defense dollars by equipping our warfighters with
second-rate equipment that costs more than first-rate alternatives would simply be irrational.
But for the foreseeable future, irrational budget policies will continue to have very real and
dangerous consequences for the brave Americans we send into battle.

Warfighters deserve more respect than these accountants give them. And the Bush
Administration and Congress should get serious about where their priorities are: with the
taxpayers and warfighters, or with the accountants.

Background

The original statute creating Energy Savings Performance Contracts (ESPCs) was the
Energy Policy Act of 1992, Public Law 102-486, enacted October 24, 1992, codified at 42 USC
8287. The CBO scored the ESPC provisions of the Energy Policy Act of 1992 at zero.

The sunset date of the original statute was amended to become October 1, 2003, by the
Energy Conservation Reauthorization Act of 1998 (Public Law 105-388, enacted November 13,
1998). Again, the CBO scored the ESPC provisions of the Energy Conservation
Reauthorization Act of 1998 at zero.

The CBO reversed this decade-old policy of scoring ESPCs at zero on April 7, 2003 in
their Cost Estimate for H.R. 1346, in which the CBO stated:
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Currently, federal agencies can enter into an ESPC, a specific type of long-term
contract, for the purchase of energy efficiency equipment, such as new windows and
lighting. Using such equipment can reduce the energy costs for a facility. When using
an ESPC, the savings from reduced energy bills are used to pay for the purchase of the
new equipment over several years. The commitment to make such payments is made
when the ESPC is entered into. Thus, consistent with governmentwide accounting
principles, CBO believes that the budget should reflect that commitment as new
obligations at the time that an ESPC is signed. Currently, agencies can use ESPCs to
purchase new equipment over a 25-year period without an appropriation for the full
amount of the purchase price.

DOE estimates that agencies entered into ESPCs valued over $800 million since 1988.
CBO estimates that, because the federal building inventory is aging, those contracts
would continue to be used over time at roughly the same rate currently used, or $75
million in 2004 and increasing after that. Thus, we estimate that extending the
authorization for ESPCs would increase direct spending by about $64 million in 2004
and $1.1 billion over the 2004-2013 period.

This Cost Estimate was prepared by Lisa Cash Driskill and approved by Peter H.
Fontaine, Deputy Assistant Director for Budget Analysis.

The following day, on April 8, 2003, the CBO published their Cost Estimate for H.R. 6,
which states:

Energy Savings Performance Contracts (ESPCs). Section 11006 of H.R. 6 would
provide permanent authorization to use ESPCs and would expand their use. The
expansion would allow agencies to use an ESPC to construct replacement buildings by
committing to pay private contractors a portion of the budget savings expected from
reduced operations, maintenance, and energy costs at such new buildings. CBO
estimates that this provision would cost $75 million in 2004, $879 million over the 2004-
2008 period, and $2.8 billion over the next 10 years.

Again, this section of the Cost Estimate for H.R. 6 was prepared by Lisa Cash Driskill
and approved by Peter H. Fontaine, Deputy Assistant Director for Budget Analysis.

In sum, the CBO recognized that ESPCs cost the government nothing and scored ESPC
authorization and reauthorization at zero in 1992 and 1998, respectively. In 2003, with no
meaningful explanation, CBO reversed this policy and scored ESPCs as direct spending.

For its part, the Office of Management and Budget (OMB) rejects the CBO’s new ESPC
scoring policy and continues to score ESPCs as budget-neutral except for termination liability,
which is scored only if and when such termination actually occurs. This OMB policy is set forth
in the July 25, 1998, OMB memorandum Federal Use of Energy Savings Performance
Contracting (Retrieved from http://www.whitehouse.gov/omb /memoranda/m98-13.pdf).

This policy, originally established in the Clinton Administration, was reaffirmed as the
policy of the Bush Administration by the Secretary of Energy in letters to the Chairmen of the
House and Senate Energy Committees, dated April 8, 2004, in which Secretary Abraham
states:
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The legislation itself extending ESPC authority is considered budget neutral and does
not require additional resources, as the Office of Management and Budget classifies all
budget authority and outlays for ESPCs as absorbing discretionary resources. However,
ESPCs actually save the government money, because the upfront costs of ESPC
efficiency improvements are recovered through the energy savings that result.

Moreover, payments to the contractors are contingent upon realizing a guaranteed
stream of future cost savings.

Improved energy efficiency and conservation at Federal facilities is an important
component of this Administration’s commitment to the cost-effective use of public dollars
and protection of the environment. The Administration urges Congress to act quickly to
the authorization of this important program.

Thus, the consistent position of the Executive Branch through both the Clinton and
current Bush Administrations is that ESPCs should be scored at zero. The reasoning for this is
compelling since, contrary to CBO'’s claim that the government’s “commitment to make such
payments is made when the ESPC is entered into,” the government’'s commitment to make
payments under an ESPC only is made when, and to the extent, savings are achieved in each
year of the ESPC. This is set forth explicitly in 42 USC 8287 (B), which states:

Aggregate annual payments by an agency to both utilities and energy savings
performance contractors, under an energy savings performance contract, may not
exceed the amount that the agency would have paid for utilities without an energy
savings performance contract (as estimated through the procedures developed pursuant
to this section) during contract years.

Thus, contrary to the CBO’s assertion that its new ESPC scoring policy is, “consistent
with governmentwide accounting principles,” no other entity within the federal government has
ever accepted the CBO'’s policy. Just the opposite is true: Not scoring ESPC payments is, and
always has been, the governmentwide accounting principle.

Economic Logic Compels ESPCs Scoring at Zero

The fundamental economic basis for not scoring ESPCs is that the opportunity cost of an
ESPC (i.e., the government’s next best alternative to the ESPC) is to continue to pay (what by
law must be) a higher amount for ongoing energy and maintenance costs on the aging
infrastructure that the ESPC would upgrade.

The fact that ESPCs must reduce pre-existing government obligations makes ESPCs
unique among all financing vehicles available to the government. Scoring ESPC payments
without deducting the higher payments the government would otherwise make results in double
counting of the true scope of the government obligation.

Put another way, if a government obligation of $100 is replaced with a lesser
government obligation of $90, the correct scoring is hot $190. While one could argue that the
proper score in this case is $90, proponents of ESPCs only ask that the more conservative
amount of $100 be recognized as a complete offset to the original $100.
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The fact is that using an ESPC cannot increase Federal obligations. At worst, the
Federal obligation remains at the same level it would have been if no ESPC were used. It is this
worst-case scenario that produces a zero score in any rational budget treatment.

Accounting Logic Compels ESPCs Scoring at Zero

Recognizing that accounting principles sometimes differ from their underlying economic
theory, it is worth reviewing ESPC scoring through a purely accounting prism. In the most
general sense, Federal accounting divides Federal spending into Operations & Maintenance
(O&M) accounts and Capital accounts. In a classic Federal acquisition, an upgrade is
purchased by an agency using Capital appropriations provided for that specific purpose by
Congress, almost always without any statutory offset requirements. In such a case, the entire
amount of that Capital appropriation is properly scored as direct spending. Linking this to its
underlying economic justification, it can be said that Congress could spend that appropriation on
anything else; thus, its opportunity cost is the full amount of the Capital appropriation.

An ESPC is fundamentally different from such a classic Federal acquisition, precisely
because it only draws on the existing stream of the applicable O&M account over the term of the
ESPC. The key factor that compels a zero-score accounting treatment is that the ESPC cannot
ever draw more from that O&M account than would have been drawn if the ESPC had not been
executed. Moreover, the ESPC can never create Federal obligations from any Capital account.
Again, linking this to its underlying economic justification, Congress could not spend that portion
of the O&M account appropriation on anything else, since it would be spent on fuel and
maintenance for the aging asset in the absence of an ESPC; thus, the opportunity cost of an
ESPC is spending the same (or greater) amount of O&M appropriation.

In sum, unless there is a contract termination, ESPCs cannot ever lead to an increase in
the amount of money that Congress would have otherwise appropriated for any O&M or Capital
account.

To be clear, termination of an ESPC can trigger a Federal obligation that would exceed
the normal O&M account funding stream. Congress recognized this when it created ESPCs in
1992 and explicitly set forth how such an event should be scored. This provision, codified in 42
USC 8287, states:

1. A Federal agency may enter into a multiyear contract under this subchapter for a period
not to exceed 25 years, without funding of cancellation charges before cancellation, if—

(i) such contract was awarded in a competitive manner pursuant to subsection
(b)(2) of this section, using procedures and methods established under this subchapter;

(ii) funds are available and adequate for payment of the costs of such contract for
the first fiscal year;

(iii) 30 days before the award of any such contract that contains a clause setting
forth a cancellation ceiling in excess of $10,000,000, the head of such agency gives
written notification of such proposed contract and of the proposed cancellation ceiling for
such contract to the appropriate authorizing and appropriating committees of the
Congress; and
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(iv) such contract is governed by part 17.1 of the Federal Acquisition Regulation
promulgated under section 421 of title 41 or the applicable rules promulgated under this
subchapter.

Thus, the proper accounting treatment to provide for possible termination is not a matter
for debate or interpretation; it is explicitly established by Congress in Federal law. To the extent
that the CBO justifies its radical scoring of ESPCs by citing termination liability exposure, it is
contrary to the consensus of Congress expressed in this statute.

Moreover, this law makes tremendous sense and reaches the proper economic result.
Accounting for termination costs is clearly appropriate when a termination occurs. But since no
one knows the future with certainly, the termination liability amount should be discounted by the
likelihood of a termination actually occurring. Historical data shows that less than 1% of all
Federal contracts are terminated, either for government convenience or contractor default.
Twelve years of experience shows that ESPCs’ rate of termination is much better than these
government-wide averages.

What Does It Matter?

This CBO scoring policy has a tremendously adverse impact and is against Federal
Government interests. Simply put, this CBO scoring policy undermines the original purpose for
which Congress intended ESPCs, which is to permit agencies to introduce rational economic
upgrades that permanently reduce net costs to the taxpayer.

This CBO scoring policy further undermines the beneficial expansion of ESPCs to the
non-installation applications, as was provided for in H.R. 3339 and S. 2318. These upgrades to
combat aircraft, tanks and ships are where the majority of benefits to the Federal government
would accrue. Because ESPCs in this application also increase the combat range and reliability
of military forces, the adverse impact of this CBO policy will result in American forces being sent
into battle with less than the best available weapons and support systems per dollar spent.

While a healthy debate can always be made on what is the right level of military
spending, it is unconscionable that once that level is set, we do not provide our warfighters the
most powerful capability that this amount of money can buy.

In a Perfect World

While the immediate solution would be to reverse the CBO'’s scoring policy on paid-from-
savings contracting, there is a more proactive approach that should be considered. The best
solution is to adopt more responsible policy along the following lines:

a. The overall acquisition process should result in the compilation and maintenance of a list
of acquisitions that make economic and operational sense, using rational and
intellectually honest lifecycle cost-benefit analysis.

b. Pay for as many of these acquisitions as possible with the limited capital appropriations
available each year. Regardless of how the projects are prioritized (economic priorities
will often lose out to political, strategic and tactical priorities), at the end of the process
there will be unfunded but worthy acquisitions.

c. For each unfunded but desired acquisition, determine if the potential cost of the
acquisition would be offset by a corresponding savings generated by the acquisition.
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d. In cases where such an offset is sufficient to cover a multi-year amortization of the
acquisition, Federal agencies should be encouraged to use multi-year contracting
authority to match the rate of new spending for the upgrade to the rate of new savings
generated by the upgrade.

e. Require agencies to consider total savings to the US Treasury, not just savings in their
corner of the Federal government. Rational accounting rules for a national government
should not encourage tribalism.

Finally, it should be recognized that some upgrades do eventually get funded through
the traditional acquisition process. Defenders of the status quo are quick to point to these
examples as evidence that the traditional system works. The flaw in this logic is that years of
potential savings are lost forever while upgrades wait in line for full funding. The net effect of
this folly is that taxpayers and warfighters are cheated for the sake of blind obedience to a
bureaucratic system that serves no one but itself.
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Abstract

This research investigates procurement scoring and the Department of Defense’s (DoD)
use of alternative financing methods, such as leases and public-private ventures. One of the
major impediments to using alternative forms of procurement financing for acquiring defense
capabilities is in the budgetary treatment, or “scoring,” of these initiatives by the Congressional
Budget Office (CBO), the Office of Management and Budget (OMB) and the congressional
Budget Committees. The current scoring policy that has been applied to many initiatives
essentially negates the financial advantage for using alternative forms of financing. Therefore,
this research examines existing policies and their adherence to statutes and the role of the
various government organizations and committees in actual recording of obligations and outlays
related to financing alternatives used by federal agencies. Preliminary evidence suggests that
this emerging area has major importance for future DoD acquisitions in a resource-constrained
environment. Included are recommendations for changes in budgetary scoring that encompass
the full scope of federal obligations and expenditures while promoting efficient, more rapid and
fiscally responsible acquisitions.

Executive Summary

Due to the increasing fiscal pressure caused by the Global War on Terror (GWOT) and
the growing burden of entitlement programs, the Department of Defense (DoD) must consider
alternative forms of financing, including leases and public-private partnerships (PPPs), to fund
necessary programs. This research examines the budgetary treatment, or scoring, of these
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financial arrangements by the Office of Management and Budget (OMB), the Congressional
Budget Office (CBO) and the House and Senate Budget Committees. Every congressional
legislation must be scored in accordance with the federal budget process. Scoring legislation is
the process of tracking budget authority, projecting future federal outlays based on the budget
authority, and recording the actual obligations and outlays in budget execution. The scoring
process can greatly affect a bill’s ability to be passed based on the financial considerations
made by the CBO, OMB or Congressional Budget Committees.

This research introduces the current applications of leasing and PPPs in the public and
private sectors. Additionally, an in-depth analysis of the current scoring process conducted by
the CBO, OMB and the Budget Committees will be discussed. These government bodies
represent the executive and legislative authorities for financing. This analysis will be applied to
three case studies, the budgetary treatment of Energy Savings Performance Contracts (ESPC),
and two cases involving the use of PPPs in the Operation and Maintenance of Military Family
Housing.

Current scoring and general federal budget policies negate the advantages of using
alternative forms of financing such as leasing and PPPs. Therefore, they are not used in the
acquisition of major defense assets, even though they have proven to generate substantial
benefits for the private sector by providing greater flexibility in financing, encouraging
innovation, reducing risks, and saving time and money on projects. This research identifies the
scoring policies of both the OMB and CBO and recommends a revised scoring policy that
applies financial responsibility as well as fair treatment of the advantages of these initiatives.
The end goal is not to develop a solution that will revamp the current budget process, but to
provide a policy that will to secure funding for needed defense programs while satisfying the
requirements of fiscal accountability.

Introduction

The conventional method of procurement for major government acquisitions is full-cost
and up-front funding. Full-cost funding means that appropriations must be sufficient to cover a
capital project prior to any obligations being incurred. In other words, the full cost of the
program must be accounted for in the first year of obligation. The policy provides transparency
in the budget; in other words, all programs are scored in the same manner so that proper cost
comparisons can be made between projects. Additionally, full funding secures funds for the
total cost of the project, minimizing the need for additional funding in the future.

Full-cost funding forces military departments to analyze each project’s cost and benefits
throughout its life. It ensures that future congressional action is not required to pay for previous
congressional spending decisions. Also, full-cost funding empowers program managers to be
responsible for time, schedule, and cost parameters of a project. While full-cost funding
certainly has its benefits, the policy can cause major fluctuations in appropriations that might
eliminate the ability to fund a justified program. Particularly with large acquisitions, full-cost
funding consumes a large portion of a military department's available funding resources, thus
reducing the funds available for other programs.

With the growing cost of the Global War on Terror (GWOT), particularly with Operations
and Maintenance (O&M) and growing technology costs, the Department of Defense (DoD) is
under increasing pressure to secure funding for large capital projects with a smaller percentage
of the budget designated for new procurement of combat capability. Therefore, alternative
financing arrangements, including but not limited to incremental funding, operating leases, out-
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leases, share-in-savings contracts, and public private partnerships (PPPs), have attracted
interest as potential alternative financing methods. The potential advantages and
disadvantages of these financing methods will be analyzed, along with the scoring methods that
determine their cost.

The Office of Management and Budget (OMB) for the Executive Branch, the
Congressional Budget Office (CBO) and Congressional Budget Committees for the Legislative
Branch have the collective responsibility for determining the benefits and costs for DoD
appropriations bills. This power, as dictated in the Congressional Budget Act of 1974,
empowers these agencies as the official “scorekeepers,” who determine the actual cost of
programs and their relationship to the overall National Military Strategy. However, operating
under the same scoring guidelines, divergent scoring results arise between the OMB, CBO and
the Budget Committees based on different interpretations of the scoring principles.

This research focuses on the benefits of alternative financing and the scoring of these
benefits from alternative financing agreements. With increasing fiscal pressure, these methods
are necessary to provide funding for needed acquisitions. In the GWOT and the more hostile
world in which we live, the Warfighter cannot wait until the next budget cycle for the equipment
needed to complete the assigned mission. A revised scoring policy is recommended to permit
the DoD to fund additional procurement projects within the same budget constrains, using
fiscally sound, generally accepted accounting principles.

Background into Scoring

The term “scoring” describes the process in which the CBO and OMB estimate the
budget authority required by proposed legislation. Budget authority is the authority provided by
law to incur financial obligations that will result in monetary outlays (OMB, 2006, June).
Scorekeeping determines in a dollar amount the budget effects of legislation and forecasts
future outlays needed to fund a program. The “scorekeepers” consist of the Congressional
Budget Committees, the CBO, and the OMB. The scoring process and principles used by these
entities greatly impact the scored “cost” of a program and, consequently, the ability of the
legislation to be passed by Congress. The current scoring guidelines greatly limit the
advantages of alternative financing arrangements that attempt to draw on private-sector
expertise and funding. This section analyzes the scoring rules that apply to lease, lease-
purchase, and capital acquisition arrangements and addresses the disadvantages of the current
guidelines. It also provides a background into Energy Savings Performance Contracting
(ESPC).

The scoring guidelines contained in OMB Circular A-11 embody two fundamental
principles of federal budgeting:

Federal commitments should be recognized up-front in the budget; at the time those
commitments are made.

Budget should be comprehensive, capturing all financial activities of the federal budget
(President’s Commission on Budget Concepts, 1967, October).

These principles form a policy known as full-funding that requires agencies to request all
funding for a project up-front. Prior to 1991, the budget authority and outlays for most leases
were recognized annually over the lease term in the form of annual lease payments. This policy
allowed agencies to acquire an asset without Congress’ consent for the full funding of the asset.
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In 1991, new guidelines issued by the OMB scored capital leases and lease-purchases
as up-front and requiring full funding. The policy is designed to force decision-makers to
determine the entire cost of a project prior to approving the legislation. The up-front funding
allows for greater Congressional control over appropriations and also allows Congress to
evaluate multiple pieces of legislation on a cost basis. This “transparency” provides Congress
with a “standard” with which to monitor the spending of both individual agencies and the entire
federal government on an annual basis.

Full funding also better aligns Congressional budget estimates with the Anti-deficiency
Act (31 USC 1341), which prohibits the government from entering into obligations for the
payment of money before an appropriation is made, unless authorized by law. Full funding is a
policy rather than a law, which means that the interpretation of the policy can impact the
budgetary treatment of a program. Whether an asset is acquired via direct purchase, lease, or
through a combination of the two, scoring rules are currently biased towards full funding. These
financial arrangements, as well an analysis of the impact of the current scoring rules, will be
addressed below.

Federal Budget Principles: Purchases, Leases, and Alternative
Financing

Direct Purchases

A simple example of budget scoring is an outright purchase: the government’s budget
commitment is the purchase price of the asset. Budget authority is assessed equal to the
purchase price of the asset at the time when authority is received to acquire the asset. Outlays
are then recorded when actual cash payments are made to the seller (CBO, 2003). Outright
purchases can be financed through borrowing at a low interest rate from the US Treasury (e.g.,
Treasury Bills sold publicly), whereas leases require a higher interest rate due to private-sector
financing. The scoring policy does not account for several inherent costs of directly purchasing
an asset. Full-funding an asset requires the government to assign a larger proportion of the
available budget authority to the asset, leaving less budget authority available for other assets in
any given fiscal year. Under this policy, a larger opportunity cost exists as decision-makers
must often decide between two mutually exclusive programs rather than funding both. Military
Departments must often delay or cancel large capital investments that will offer better
performance and lower long-term costs to realize short-term savings. Benefits generated by
these large projects are realized over several years, whereas the costs must be realized up-
front. Outright purchasing may force elected officials to choose between two or more justifiable
programs, when both programs could be funded through other means.

Leasing

To distribute the acquisition cost of an asset over its years of use, the government has
the ability to lease the asset, or in some cases, to enter into a partnership with private
companies to acquire the asset. A simple lease arrangement involves an owner (lessor) renting
the use of an asset to another party (lessee). For example, the rental of an automobile from
Avis implies no ownership. However, leases can be structured in an almost limitless number of
complex arrangements in which all terms are negotiable, and third-party financing may be
involved.
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To limit the discussion, leases within government are placed into four broad categories:
operating leases, capital leases, and lease purchases with or without substantial private risk.
The distinction between the different lease types determines how the CBO, OMB and the
Budget Committees score budget authority for legislation. Each lease category is discussed
below.

To be considered an “operating” lease, a lease must satisfy the following stringent
criteria:

Ownership of the asset remains with the lessor during the term of the lease and is not
transferred to the Government at or shortly after the end of the lease period.

The lease does not contain a bargain-price purchase option.
The lease term does not exceed 75% of the estimated economic lifetime of the asset.

The present value of the minimum lease payments over the life of the lease does not
exceed 90% of the fair market value of the asset at the inception of the lease.

The asset is a general-purpose asset rather than a special-purpose asset for the
Government and is not built to unique specification for the Government as lessee.

There is a private-sector market for the asset.

Risks of ownership of the asset should remain with the lessor (OMB, 2006, June, part 8-
appendices).

Any lease not satisfying these stringent criteria will be viewed as a “capital” lease.
Requirements 5 and 6 (the need for a private-sector market for the asset and the requirement
for the asset to be general purpose) essentially eliminate operating leasing for military
equipment procurement.

In both operating and capital leases, ownership remains with the lessor and is not
transferred to the government at the conclusion of the lease period. In contrast, lease-purchase
arrangements allow ownership of the asset to be transferred (GAO, 1997). Determination of
risk is another crucial determination in the budget-scoring process. In OMB Circular A-11, risk
is defined in relation to the government-specific characteristics of the project. The more
governmental the project, the greater amount of risk is assigned to the government. Legislation
and lease-purchases use the following criteria to determine the amount of risk borne by the
government.

There should be no provision of Government financing and no explicit Government
guarantee of third-party financing.

Risks of ownership of the asset should remain with the lessor unless the Government
was at fault for such losses.

The asset should be a general-purpose asset rather than for a special purpose of the
Government and should not be built to unique specification for the Government as lessee.

There should be a private-sector market for the asset.
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The project should not be constructed on Government land.

The ambiguity of these guidelines demonstrates that they are more “policies” rather than
scoring “rules.” The interpretation of these guidelines has been the source of frustration for
many private-public partnership initiatives.

The budgetary treatment of the four categories of lease arrangements is summarized in
Table 1 below.

Transaction

Budget Authority

Outlays

Lease-purchase Amount equal to asset cost recorded
Without Substantial up-front; amount equal to imputed

Private Risk

interest costs recorded on an annual
basis over the lease period

Amount equal to asset cost scored over the
construction period in proportion to the
distribution of the contractor’s costs; amount
equal to imputed interest costs recorded on
an annual basis over the lease term

Lease-purchase with | Amount equal to asset cost recorded
Substantial Private up-front; amount equal to imputed

Risk

interest costs recorded on an annual
basis over the lease term

Scored over lease term in an amount equal
to the annual lease payments

Capital Lease Amount equal to asset cost recorded

up-front; amount equal to imputed
interest costs recorded on an annual
basis over the lease term

Scored over lease term in an amount equal
to the annual lease payments

Operating Lease Amount equal to total payments under

the full term of the lease or amount
sufficient to cover first-year lease
payments plus cancellation costs
recorded up-front

Scored over lease term in an amount equal
to the annual lease payments

(CBO, 2003, p. 9)

Table 1. The Budgetary Treatment of Leases and Private/Public Ventures

For lease-purchases and capital leases, budget authority will be scored against
legislation in the year in which the budget authority is first made available. The recorded
amount is the estimated net present value of the Government’s total estimated legal obligations
over the life of the lease term. From a budget perspective, purchases, lease-purchases, and
capital leases all attempt to acquire an asset over its total life and are scored similarly. The only
major difference involves the treatment of outlays in lease purchases with substantial private

risk.

Scoring Policy of Operating leases

Operating leases are different from capital leases or lease purchases because the
lessee has no intention to purchase the asset. The budget authority for operating leases will be
scored in the first year budget authority is made available in the amount sufficient to cover the
Government’s legal obligations (OMB, 2006, June). Budget authority for operating leases is
scored for the full cost of future lease payments in the first year of a lease; or, if a cancellation
clause exists, budget authority for the first year is scored equal to the first year's payment plus
cancellation fees, with following years to be scored incrementally.
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Advantages of Leases

Leasing provides a number of important advantages in addition to reducing the budget
authority assigned to a project. Leasing generally offers a higher degree of flexibility in
operating assets, allowing modification of assets to meet changing needs. A compliment of
services typically is included with a lease, allowing an organization to draw on the expertise and
resources of the lessor. Leasing also conserves capital, which would be required in either a
down payment or outright purchase. In the private sector, lease payments can be considered
an operating expense and, thus, offer an important tax advantage. As a non-tax paying entity,
the government does not have this advantage. However, leasing affords a government agency
the ability to spread the acquisition costs over multiple budgetary periods, which will more likely
correspond with the useful life of the equipment. Significant up-front costs of direct purchasing
may pressure an agency to settle for lower-priced equipment that fails to meet the requirements.

Alternative Financing Agreements: Public-private Partnerships
In August 2003, the Government Accountability Office (GAO) published Alternative
Approaches to Finance Federal Capital, which examined the increased usage of alternative
financing by Federal agencies. The GAO identified ten alternative financing approaches used by
Federal agencies to fund projects:
Incremental funding,
Operating leases,
Retained fees,
Real property swaps,
Sale-leasebacks,
Lease-leasebacks,
Public-private partnerships,

Out-leases,

© © N o g bk w bR

Share-in-savings contracts, and

[EnN
o

. Debt issuance.

The GAO report further recognized that these arrangements would be beneficial to
agencies in that they would be able to acquire capital assets without first having to secure
sufficient appropriations to cover the full cost of the asset (GAO, 2003, August). Of these
financing approaches, public-private partnerships (PPPs) have the greatest potential for DoD
procurement of military equipment.

The scoring of public-private partnerships has been a very controversial and important
budget issue to those seeking to utilize private-sector resources in government projects.
Because no two public-private partnerships (PPPs) are arranged exactly the same, each PPP
must be carefully examined prior to any scoring determination. Several of these financing
agreements will be examined in the included Case Studies. The major debate revolves around
the determination of financial obligation and risk incurred under each of these agreements.
Because of the complexity and individuality of many of these arrangements, there is usually no
precedent to guide the scoring of these arrangements.
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PPPs can be used by the government to affordably take advantage of an underutilized
asset, benefiting from private-sector expertise, or leverage private-sector financing in the short-
term to acquire a public asset. Leasing may only be small part of the PPP. In some cases, the
government may benefit from the revenue a leased asset generates rather than benefit from the
use of an asset—serving as the lessor rather than the lessee (CBO, 2003, p. 26).

Unfortunately, the Budget Committees, OMB and CBO are typically conservative in their scoring
of these arrangements and typically do not discount the inherent benefits of these contracts
from the overall budget authority assigned to the contract. The result is up-front budget authority
scoring for the project, which may exclude the legislation from being passed. In Case Study
Number One, various alternative financing strategies involving governmental housing and
buildings will be examined for potential applications to finance military capital acquisitions. In
another Case Study, share-in-savings contracts will be examined utilizing the Energy Savings
Performance Contracts case. Together, these case studies will demonstrate how current
scoring guidelines are used to score alternative financing arrangements based solely on the
financial obligation without sufficient regard to the program’s benefits.

Barriers to Alternative Financing

A 2003 report written by the Congressional Budget Office addressed the government’s
concern involving the use of long-term leasing agreements; in particular, their ability to:

1. Reduce the budget's ability to fully depict the Federal Government’s financial
commitments.

2. Undermine fiscal policy by circumventing controls such as limits on deficits and caps on
Federal Spending.

3. Allow an agency to avoid facing the full costs of purchasing an asset at the time it
decides to buy it, thus making acquisitions that are not cost-effective more likely.

4. Raise the costs of some investments because a lease purchase is, over the life of an
asset, inherently more costly to the government than a direct purchase (CBO, 2003, p. ix
summary).

Due to these concerns, there is a large incentive to capitalize the majority of lease
agreements, which scores the lease similar to a direct purchase. Since the lease involves
payments over time, there is an inherent interest cost disadvantage when delaying the payment
of an asset. The scorekeepers use the prime rate or an average of the interest rate of
marketable Treasury securities as their standard discount rate. Since private leasing firms
require a return that exceeds the prime rate, leasing arrangements incur an additional cost: the
difference between the prime rate and the negotiated rate. The scoring rules also assume that
parity exists between public and private firms when operating, managing, or maintaining an
asset. The additional services and expertise of the private-sector firm are not incorporated into
the current scoring guidelines.

Scoring Case Studies

Practical Usage of Alternative Financing

Introduction

As previously mentioned, the GAO identified 10 capital financing approaches in use by
government agencies as alternatives to the conventional full-funding approach (GAO, 2003,
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August). Five of these 10 approaches were selected for examination on the basis of their
potential application towards funding large DoD procurements of capital equipment. These
financing strategies include: Incremental funding, Operating leases, Public-private partnerships,
Share-in-savings contracts, and Debt issuance. The combined effects of these are reducing
the up-front budgetary impact of capital projects, making use of all existing public resources,
and incorporating private-sector efficiencies within government projects, which has been a
stated goal of every administration since Thomas Jefferson’s.

In 1996, Congress passed legislation in the National Defense Authorization Act; this bill
created the Military Housing Privatization Initiative (MHPI) to address the costly challenge of
maintaining adequate housing for service members. Of the 300,000 military housing units in
existence, an estimated 200,000 units were in need of repair at an approximate cost of $16
billion, which would restore the units to acceptable conditions (DoD, 1999). The Department of
Veterans Affairs (VA) also possesses legislative authority to utilize alternative financing
technigues. To alleviate the large up-front costs of their projects, these agencies selected
various PPPs as alternatives to conventional funding. Several MHPI and VA projects are
presented below to discuss the scoring determination and potential broader application to
capital procurement for the DoD.

Public Private Partnerships (PPPs)

In a 2003 study by the GAO, PPPs were identified as the most prevalent alternative
financing method, with over 54 different agreements in existence within US agencies (GAO,
2003, August). PPPs are a particularly popular alternative-financing technique for the DoD due
to their great flexibility and ability to apply private-sector capital and expertise to public needs
and resources. In this symbiotic relationship, each party benefits from its participation in the
partnership. The government is unable to be the most efficient provider of all necessary
services and equipment items for the public sector. OMB Circular A-76 acknowledges this
reality and provides guidelines with which to outsource public requirements to the private sector
and promote efficiency (OMB, 2003, May). In some cases, adaptable technologies or industrial
capacity already exist in the private sector that could address the requirements of the military. A
PPP can be formed to exploit these opportunities in a manner conventional full-funding
procurement cannot.

Despite the efficiencies of PPPs, the scoring of PPP legislation has become increasingly
conservative—limiting the flexibility originally granted by statuary authority to several Federal
agencies. The CBO and OMB believe that Federal agencies are using special purpose public-
private ventures as a way to access private capital without triggering lease-purchase guidelines
and to avoid recording obligations up-front in their budgets. This section will discuss these
concerns and other scoring issues using several examples from the DoD’s privatization of
military housing and the VA's enhanced-use lease authority.

The majority of PPPs involve the Federal Government’s real property or other
underutilized assets that can be developed, revitalized, or managed by the private sector. The
key element of a PPP is that the government possesses some non-monetary asset that has
value to the private sector. In a typical fully funded contract, the government must set aside
funds sufficient to cover all obligations in the first year of the project. In PPP agreements, the
government is able to barter an asset or use existing conditions in lieu of full payment to reduce
their obligations. These assets can include loan guarantees, longer lease terms, debt issuance,
guaranteed minimum rates of occupancy, or even the transfer of the asset at the completion of
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the lease term. Figure 1 depicts the wide degree of versatility of PPP contracts in managing
responsibility throughout the life of an asset.

Nar# Projacts
Dz lgn-Bulld- Dxslgr-Bulld- Dssign-Eulld- Eulld- Coam Bulld e
Dasign-Build FAgIrtaln Opsrate Opsrata-Maintalin OpsrataTransfer Cparats

Sendce Contracs  Managemant Contracts Laass Concssslon Dibegatitura
Exksting Sardces and Facllitks

Sounce: Tha Natlonal Counc] fior Publlc Privats Partnerships

Figure 1. Degree of Government Responsibility in PPP Contracts
(Dovey & Eggers, 2007, p. 5)

Below is a listing of the most common PPP relationships in existence.

Design-Build (DB): Under this model, the government contracts with a private partner
to design and build a facility in accordance with the requirements set by the government. After
completing the facility, the government assumes responsibility for operating and maintaining the
facility. This method of procurement is also referred to as Build-Transfer (BT).

Design-Build-Maintain (DBM): This model is similar to Design-Build except that the
private sector also maintains the facility. The public sector retains responsibility for operations.

Design-Build-Operate (DBO): Under this model, the private sector designs and builds a
facility. Once the facility is completed, the title for the new facility is transferred to the public
sector, while the private sector operates the facility for a specified period. This procurement
model is also referred to as Build-Transfer-Operate (BTO).

Design-Build-Operate-Maintain (DBOM): This model combines the responsibilities of
design-build procurements with the operations and maintenance of a facility for a specified
period by a private-sector partner. At the end of that period, the operation of the facility is
transferred back to the public sector. This method of procurement is also referred to as Build-
Operate-Transfer (BOT).

Build-Own-Operate-Transfer (BOOT): The government grants a franchise to a private
partner to finance, design, build and operate a facility for a specific period of time. Ownership of
the facility is transferred back to the public sector at the end of that period.

Build-Own-Operate (BOO): The government grants the right to finance, design, build,
operate and maintain a project to a private entity, which retains ownership of the project. The
private entity is not required to transfer the facility back to the government.

Design-Build-Finance-Operate/Maintain (DBFO, DBFM or DBFO/M): Under this
model, the private sector designs, builds, finances, operates and/or maintains a new facility
under a long-term lease. At the end of the lease term, the facility is transferred to the public
sector. In some countries, DBFO/M covers both BOO and BOOT.
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PPPs can also be used for existing services and facilities in addition to new ones. Some
of these models are described below.

Service Contract: The government contracts with a private entity to provide services
the government previously performed.

Management Contract: A management contract differs from a service contract in that
the private entity is responsible for all aspects of operations and maintenance of the facility
under contract.

Lease: The government grants a private entity a leasehold interest in an asset. The
private partner operates and maintains the asset in accordance with the terms of the lease.

Concession: The government grants a private entity exclusive rights to provide, operate
and maintain an asset over a long period of time in accordance with performance requirements
set forth by the government. The public sector retains ownership of the original asset, while the
private operator retains ownership over any improvements made during the concession period.

Divestiture: The government transfers an asset, either in part or in full, to the private
sector. Generally, the government will include certain conditions with the sale of the asset to
ensure that improvements are made and citizens continue to be served (Dovey & Eggers, 2007,

p. 5).

PPP Examples: Government Privatization Initiative

The statuary authority originally granted in 1996, and later made permanent in 2005,
allows the government to enter into public-private partnerships without individual project
approval from Congress (10 USC 2871-2885). The relative complexity of PPP contracts
frequently generates disagreements amongst the CBO, OMB, and agency representatives
concerning the interpretation of the scoring guidelines. The goal of the CBO and OMB is to
provide to decision-makers an accurate account of the amount of legal obligations of the federal
government. PPPs represent a valuable method of accessing private capital and expertise
independent of the scoring determination made by the CBO/OMB. The following DoD and VA
case studies analyze the value of the PPPs and the scoring issues in the cases.

Public-private Partnership Case Study 1: Ft. Hood Family Housing, LLP

Description of Project

In 2001, Fort Hood Family Housing was selected as one of the first PPPs by the Army
when it contracted Actus Lend Lease to manage all aspects of the development, financing,
construction, and property management for the Fort Hood Family Housing project (Fort Hood
Family Housing, 2007). The partnership detailed a 50-year lease to maintain the 5,912 units
located at Fort Hood, Texas (CBO, 2003, p. 28).

Financial Details

At the conclusion of the initial 50-year lease, the Army has the option to renew for
another 25-year lease term. If the Army does not renew, all assets remain government

property.
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The housing project has an estimated cost of $260 million. The burden of that cost will
be divided: $186 million will come in the form of a loan entered into by the partnership; Bank
One will provide $20 million in private equity; and the Army will invest $52 million in equity.

Actus will also provide $6 million in equity at the end of the fifth year for additional
development. The contract also provides Actus with a preferred return on equity of 10-12%,
and a portion of partnership earnings up to a predetermined ceiling. Actus will also receive
payment equal to a fixed percentage of the project’s gross revenue for its management
services.

Scoring Impact and Issues

The Army was able to obtain in excess of $273 million in financing for an up-front cost of
$52 million (CBO, 2003, p. 42). Only the Army’s direct investment of $52 million was scored by
the OMB as an immediate obligation. The transfer of land and pre-existing housing units to
Actus had no budget impact based on the absence of any cash transaction between the two
entities. A summary of budgetary treatment of asset sales and barters by the CBO and OMB is
included in the table below. The rental of the housing units to service members was viewed as
individual transactions between private parties. This distributed the budget impact for the
housing expenditures to an annual expense vice an up-front cost. Additionally, the $186 million
obtained via loan is viewed by the Army as debt of a private entity and not the government.
According to the contract details, the Army does not have a legal obligation to cover the costs of
the partnership’s financing. However, the housing units are located on government land, and the
management terms of the contract effectively place the housing under government control.

The actual budgetary impact and actual cost of this PPP has patrticular significance as
the Fort Hood Family Housing, LP, was one of the first PPPs initiated by the DoD. The scoring
debate has two clearly polarized sides. From the scorekeepers’ perspective, the government’s
total obligations remain hidden in the financial framework of the partnership, blinding Congress
of the needed information to calculate future budget impact. Also, an important underlying issue
remains: is this type of partnership actually cost-effective? The deal stipulates a mandated 10-
12% return on equity plus a management fee based on the partnership revenues. Could the
government provide this service at similar cost and service levels? Another critical issue for the
CBO/OMB is the long-term (50 years) lease agreement that represents a long-term commitment
to the Fort Hood, Texas base. The long-term lease limits the year-to-year budget control of
Congress and obligates the Federal government to unspecified future obligations.

From the service and partnership perspective, the PPP allows the DoD to immediately
resolve the issue of substandard and insufficient military housing that threaten the quality of life
and retention of the military. The costs of the project are distributed throughout the life of the
project. The venture utilizes the housing allowances of the individual service members to
finance the agreement over the lease term. Actus Lend Lease, with over 30,000 managed
units, is able to offer considerable private expertise that helps achieve a more efficiently run
housing project and higher customer-satisfaction levels (Fort Hood Family Housing, 2007). The
agreement also alleviates the DoD of housing funding that can now support other missions such
as Iragi reconstruction and development.

PPPs also provide stronger incentives to complete the project on-time and under budget.
In 2003, the United Kingdom’s National Audit Office reported that 73% of non-Private Finance
Initiative (PFI) projects were over budget, and 70% were delayed—versus only 22% of PFI
contracts delivered over budget, and 24% delivered late (Dovey & Eggers, 2007, p. 7). The

(ﬁ ACQUISITION RESEARCH: CREATING SYNERGY FOR INFORMED CHANGE - 387 -

Qi)



UK'’s previous experience in public-private partnerships has demonstrated that non-financial
cost factors such as quality, service, timeliness, and expertise can often justify the involvement
of the private sector in providing public financing.

This case study highlights the scoring impact of these alternative financial arrangements.
For the Fort Hood Family Housing Project, should the up-front obligation for the government be
scored at $52 million or $273 million? The CBO asserts that although only a small portion of the
total investment has been fronted by the DoD, the DoD has overall controlling interest in the
project. The venture is structured to fulfill the service needs; the Army shares in the earnings of
the venture above a threshold, and also controls the housing units at the end of the lease.
Additionally, military tenants have preferential status for obtaining occupancy, and the venture
must maintain affordable rents for service members (CBO, 2003, p. 29). The argument is made
that Fort Hood Family Housing Project is a purely government-driven project.

The issue is not whether or not the contract is structured for the service’s interests—of
course itis. The issue is whether this type of alternative financing is beneficial to both the
service and, more importantly, the government as a whole. In this case, the Army should have
the flexibility to improve existing military housing with a lower up-front cost of $52 million.
Congress and Army leaders must realize, however, that the total obligation to the government
will exceed the $273 million total investment upon conclusion of the project. A balance between
Congress’ desire to control the purse versus the services’ need to supply critical services to
their members must be reached. The budgetary impact of CBO/OMB scoring will continue to be
analyzed in the following case studies.

Public-private Partnership Case Study 2: Chicago West Side Regional
Headquarters (CWSRH)

The Department of Veteran's Affairs (VA) was granted authority to enter into enhanced-
use lease contracts in 1991 (38 USC 8161-8169). The legislation allows the VA to lease
government land to private entities for up to 75 years for the purpose of developing the land for
VA or private needs. Payments resulting from the lease can be used by the VA without further
Congressional oversight (CBO, 2003, p. 31). The VA then has the option of leasing back the
privately developed facilities for their uses. The VA can enter into these agreements without
Congressional approval and only must notify Congress within 60 days of the enhanced-use
lease agreement. Enhanced-use leases are particularly attractive to the VA due to their vast
holdings of underdeveloped land and facilities.

Description of Project

The Chicago West Side Regional Headquarters (CWSRH) project’'s enhanced-use lease
is an example of the flexibility of PPPs, but the project also presents difficult scoring issues to
the CBO/OMB. In 2002, the VA entered into a series of agreements used to fund a new $60
million Chicago headquarters building and parking facility (CBO, 2003, p.33).

Financial Details

The project involved numerous interdependent agreements. West Side Enhanced-use
Lease Trust was created, with the VA named as sole beneficiary. A four-acre plot adjacent to
the VA Medical Center in downtown Chicago was included in the trust, using a 35-year
enhanced use lease agreement. MedPark, a private contractor, would be responsible for the
construction, outfitting, and management of the office and parking facilities. The lllinois
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Department Finance Authority would issue $9 million in taxable revenue bonds to help fund the
project. The proceeds from the bond issuance would be loaned to the Trust to pay for the
design and construction of the facility. Under the lease terms for the building, the VA is
obligated to a two-year lease for a minimum of 95% of the office and parking facilities. The
leases are automatically renewing unless the VA renders written notice prior to the end of the
lease term. Additionally, if the VA occupies any portion of the building, it must cover at a
minimum the amortization and interest of the trust’s loans plus all the trustee’s expenses (CBO,
2003, p. 34).

Scoring Impact and Issues

In October 2001, the OMB and VA settled how obligations and outlays would be treated
for lease-back agreements (CBO, 2003, p. 44). A leaseback agreement is a lease in which the
government is the lessor vice the lessee. The agreement stipulated that VA leasebacks of
terms up to two years in length would be treated as operating leases, as long as the VA had no
right of first refusal on future lease terms. The property lease was drafted to be a non-cash
barter transaction without budget impact. The revenues received by the VA from the trust would
offset the VA's initial investment and be under the agency’s discretion. The initial lease of the
building was designed to be an operating lease, and the borrowing of the Trust to be private
borrowing. The VA does not have right of first refusal for future leases as mandated by their
2001 agreement with the OMB. The CBO is concerned with the VA’s obligation to cover the
cost of capital for the Trust even if the agency reduces its usage of the facility.

The CBO points out that the CWSRH enhanced-use lease agreement represents a
significant long-term obligation by the VA and is not actually limited to the initial two-year lease
term. As such, the budget impact of the project far exceeds the VA’s estimation. Congressional
scoring is only rendered on new legislation; since the project was passed under existing
authority, the scoring issues remain unresolved. From the VA'’s perspective, the agreement was
crafted with only limited, future risk to the government. The facilities were built in a highly
popular section of downtown Chicago—increasing the likelihood of finding replacement tenants
if demand for usage fell below initial levels. Additionally, the VA benefited, as sole beneficiary of
the Trust, from proceeds from the leasing. The obligation of the Trust to the VA would help the
Trust obtain funding and reduce risk from private creditors.

The VA’s Chicago project is a demonstration of how a government agency was able to
utilize an underdeveloped asset to fulfill an immediate need. The project was designed to limit
the initial up-front cost of the venture to the initial two-year lease agreement, with construction
and design of the facilities to be paid for via private equity. Future lease agreements would be
entirely governed by the private trust for the 35-year agreement, with the VA receiving
preferential treatment in facility usage. Utilizing the legislative authority, the VA was able to
construct the optimal size facility and benefit from any private usage of the facility. The project
is an example of how a PPP was used to finance and successfully create an otherwise
unaffordable project.

An obstacle to greater usage of this type of funding is the budgetary treatment from the
OMB and, particularly, the CBO. In 2002, HR 3947, the Federal Property Management Reform
Act, was introduced that would give federal landholding agencies additional authorities in
acquiring, managing, improving, and disposing of their property assets; it also provided
incentives to manage these assets efficiently (CBO, 2002). Although the bill did not receive the
necessary approval, it did clarify the position of the CBO towards PPPs. In its Cost Estimate for
the Bill, the CBO stated it viewed, “hybrid entities like public-private business ventures” as
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governmental. Meaning that, since the purpose of the venture is mostly or entirely
governmental, any borrowing or outside financing activities would be viewed as new federal
borrowing authority. Additionally, it felt that most, if not all, of the public-private ventures should
be subject to the lease-purchase scoring guidelines contained in OMB Circular A-11.

The scoring of private involvement remains a frustrating issue as the CBO reserves the
right to alter its interpretation of the scoring guidelines. For six years (1996-2002), the CBO
scored military housing ventures consistently with the OMB. However, in 2002, the CBO
changed its position, viewing the ventures as additional borrowing. In regards to share-in-
savings contracts, the CBO reversed a decade-old policy of scoring ESPCs budget-neutral to
scoring them as additional budget authority. Other agencies, such as General Services
Administration (GSA), support legislation that expands the authority to utilize private
partnerships (Perry, 2002, April 18). While the CBO's role is to remain objective and impartial,
its interpretation of scoring guidelines dictates policy for privatization initiatives. If Congress
seeks to build on the recent successes in military housing or VA’s enhanced-use contracts, its
members should offer directed scorekeeping that promotes efficient economic use of DoD
resources. It is our belief that the efficiencies of these ventures can be translated on a larger
scale to the procurement, management, and disposal of military capital equipment. The DoD
can more efficiently procure and manage its assets, but only if it receives legislative authority
and budgetary treatment allowing it to do so.

The decision to undertake a project must be separated into two parts:

1. Is the project worthwhile to undertake?
a. Do the benefits exceed costs?
b. Does the return exceed the required rate of return on investment?
c. Does this project warrant the limited resources that it will consume?

2. Given that this project is worthwhile, what is the best method to finance the project?

ESPC Case Study

Energy Savings Performance Contracting (ESPC) is the most cost-effective means of
completing building energy upgrades and associated savings. The concept has existed since
1992, but it was not implemented by the Department of Energy until 1995 (DoE, 2006, June).
ESPC is a means of using utility savings to pay for all project costs. There are many
possibilities of projects, such as energy-management systems, interior and exterior lighting,
boiler replacement or repair of steam systems, and replacement of Heating, Ventilation, and Air
Conditioning (HVAC) (Washington State Department of General Administration, 2007). This
form of contracting normally guarantees project costs, savings and performance of installed
equipment. However, the majority of risk is borne by the contractor, not the government. The
government must fully fund the project—which often causes debate about the direct costs and
overall benefit.

The Department of Energy explains:

An ESPC project is a partnership between the customer and an energy service company
(ESCO). The ESCO conducts a comprehensive energy audit and identifies
improvements that will save energy at the facility. In consultation with the agency
customer, The ESCO designs and constructs a project that meets the agency’s needs
and arranges financing to pay for it. The ESCO guarantees savings sufficient to pay for
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the project over the term of the contract. After the contract ends, all additional cost
savings accrue to the agency. Contract terms up to 25 years are allowed. (DoE, 2006,
June)

Since 2005, more than 400 federal ESPC projects, in 46 different states, by 19 different
federal agencies (altogether worth $1.9 billion) have generated $5.2 billion in energy cost
savings (2006, June).

The use of ESPCs is ideal for organizations which seek out alternative means of funding
programs. As the Department of Defense (DoD)’s discretionary portions of the budget continue
to become strained, high competition for those funds may leave critical programs dry. Many
facilities throughout the DoD were built shortly after World War Il. Few new facilities have been
built replacing the old. Dated DoD equipment and assets—such as the B-52 bomber, SH-60
helicopter and many others—are continuously being funneled additional funds. This funding is
higher than normal funding for these assets due to increased maintenance, poor fuel economy,
dated insulation techniques, and lack of funding to support replacements. Thus, the DoD
continues to live with existing problems. The ESPC is a means to cut costs while continuing
overall functionality of facilities and assets. Other means of financing, such as PPPs and
various forms of leases, are used successfully today by the private sector and will become a
way of life for many organizations.

A perfect example of the benefits of an ESPC pertains to many homeowners. A
homeowner will evaluate the cost of improving his/her home with the expected benefits. The
homeowner may attempt to determine some form of payback period or return on investment.
The homeowner must determine the means of financing such improvements as well. The
government and its facilities are no different. But many vendors are willing to offer their
supplies and equipment to help defer the required payments over some time frame, but at some
higher price. Assume the proposed cost to renovate or improve a home was $10,000. This
improvement would replace the windows, lighting and appliances. The home would become
more efficient and reduce utility costs. The vendor and homeowner would agree upon some
baseline on expenses once improvements were installed, and the difference would be used to
“pay off” the vendor for its services. If there are no savings, the vendor does not get paid.
Assume for contract period is eight years. Table 2 illustrates two scenarios. The first assumes
the homeowner paid the vendors $10,000 up-front; then he realizes a 30% or 50% reduction in
his existing $5,000 annual utility expense. The second scenario assumes the homeowner pays
for the improvement in some agreed-upon ESPC with the vendors over five-years—with the
same 50% reduction in annual utility expense and a 3.00% rate of inflation.
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Cost of Repair 10000 exp yr $5,000 | reduction $1,500
inflation 1.03 newexp | $3,500
NPV 0 1 2 3 4 5 6 7 8 9 10
Scenario 1 2,795 10,000 | 1,500 1,500 1,500 1,500 1,500 1,500 1,500 | 1,500 | 1,500 1,500
30% | Scenario 2 2,266 0 0 0 0 0 0 0 0 1,500 1,500
Vendor (30%) 530 10,000 | 1,500 1,500 1,500 1,500 1,500 1,500 1,500 | 1,500 | O 0
Scenario 1 11,326 10,000 2,500 2,500 2,500 2,500 2,500 2,500 2,500 | 2,500 | 2,500 2,500
50% | Scenario 2 3,776 0 0 0 0 0 0 0 0 2,500 2,500
Vendor (50%) 7,549 10,000 | 2,500 2,500 2,500 2,500 2,500 2,500 2,500 | 2,500 | O 0
Payback period for scenario 1 would be $10,000/$1,500 which is 6.67 years.
There is no payback period for scenario 2 due to not making any investment into the project.

Table 2. ESPC Scenarios

Table 2 illustrates in Scenario 1 that if the improvement is fully funded up-front in Year O,
there is a positive Net Present Value on the investment for both the 30% and 50% reductions in
utility expenses. Scenario 2 demonstrates with no initial investment, a positive Net Present
Value on the investment for both the 30% and 50% reductions in utility expenses. The vendor
would also benefit from assisting the homeowner with the improvements. It is a win-win
situation. The homeowner does not have to “fully fund” the project and achieves the same
result with an alternate form of financing. Today, many private companies and local
governments implement ESPCs.

Within the government and many federal agencies, there are different points of view
pertaining to ESPCs and their application in the budget. The first is that ESPCs should be
scored at zero because they pay for themselves. The other is that the funds must be obligated
in case of contract issues such as The Anti-deficiency Act. The Anti-deficiency Act, also
known as 31 USC Section 1301(a), is one of the major laws in which the Congress exercises its
constitutional control of the public purse. Thus, ESPCs continue to be debated, and their role
within the budget is uncertain. Yet, as demonstrated above, ESPCs are clearly a viable solution
to cut costs for the DoD'’s facilities and assets.

The Energy Policy Act of 2005 set new federal energy goals. The act states that one
goal was to “cut energy usage by 2 percent per year from 2006-2015" (DoE, 2007). The federal
government may not achieve this goal without improving existing conditions at its facilities or
with its equipment. The budget continues to be strained due to the Global War on Terrorism,
increased health costs, a need for social security reform, and other political issues. One means
to cut existing costs without having an effect on the budget is the usage of ESPCs for existing
facilities and equipment. Recently, a step in the right direction was made by the Air Force. On
March 1, 2007, the Air Force awarded Northrop Grumman a contract with the same principles
as the ESPC. The contract was for the initial $12.5 million E-8C Joint Surveillance Target
Attack Radar System (STARS) engine replacement. The contract defines the, “non-recurring
engineering work required to replace engines on the E-8C Joint STARS aircraft” (Stratford,
2007). Other enhancements for the Boeing 707-based platform are scheduled with a similar
contract. The Air Force decision was based on the Boeing 700-300C series aircraft refurbished
by Northrop Grumman, which have performed much better than the Air Force E-8C. Thus, this
has created an opportunity for the Air Force to maximize the benefits of the ESPC to improve
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the E-8C'’s reliability, reduce maintenance costs, and make the aircraft more fuel-efficient—
allowing less “in-air” refueling and allowing increased on-station time. Thus, both the contractor
and the government benefit from the ESPC.

New technologies, especially energy-saving advancements, should be used when
feasible in a world where prices continue to rise as resources continue to become scarce.
United States companies should be provided an incentive to explore new technologies and
processes to innovate and create savings which not only help them, but improve the efficiency
of the government and, thus, benefit the taxpayer. If such were the case, ultimately the
productivity of our country would increase, resources would be conserved, and the economy
would grow while helping fund our government.

Conclusions and Recommendations

Recommendations

This research addressed only a limited number of the total available options to finance a
capital asset. All factors being equal, the time-value of money dictates that payment of an asset
up-front will necessarily be less costly than delayed payment. However, the analysis presented
here has hopefully addressed several scenarios in which government agencies would be able to
leverage their available resources and incorporate the private sector via some form of Public-
private Partnership to achieve a cost-effective alternative to up-front funding. The current
scoring guidelines in OMB Circular A-11 provide a negative bias towards using alternative
approaches to full-funding. In many cases, agencies are forced to seek alternative funding
measures or do without the asset. Several recommendations to modify the current budget-
scoring process and scoring guidelines in an attempt to promote improved economic efficiency
in public projects are presented below.

Scoring of Leasing

The crucial question in categorizing a lease is determining what constitutes purchase of
an asset. Long-term leases that provide the government with ownership of the asset are scored
up-front in an amount equal to the net present value of the future lease payments for the asset.
Conversely, leases that provide the government with only partial use of the asset’s economic life
can be scored in annual obligations as an operating lease (CBO, 2003, p.vii)). The
scorekeepers apply strict criteria in determining between an operating or capital lease. The
result, and intent of the guidelines, is that almost all DoD equipment is acquired via purchase or
capital leases. The OMB guidelines for operating leases have two additional requirements to
the four basic criteria used by the Federal Accounting Standards Board (FASB). These two
requirements include:

1. There is a private-sector market for the asset.

2. The asset is a general-purpose asset rather than being for a special purpose of the
government and is not built to the unique specification of the government as lessee
(OMB, 2006, June, pp. 3-4).

These two rules are specifically designed to eliminate operating leases as a financing
option for the procurement of military equipment. Table 3 outlines the criteria for Public vs.
Private-Operating-Lease determination.
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OMB Requirements to be Considered an Basic Criteria in Lease Determination
Operating Lease (Public) (Private)

(OMB, 2006, June, pp. 3-4) (Lee, 2003, pp. 10-11)

Ownership of the asset remains with the lessor | The lease transfers ownership of the property to
during the term of the lease and is not the lessee by the end of the lease term.
transferred to the Government at or shortly after
the end of the lease period.

The lease does not contain a bargain-price The lease contains an option to purchase the

purchase option. leased property at a bargain price.

The lease term does not exceed 75% of the The lease term is equal to or greater than 75%

estimated economic lifetime of the asset. of the estimated economic life of the leased
property.

The present value of the minimum lease The present value of rental and other minimum

payments over the life of the lease does not lease payments, excluding that portion of the

exceed 90% of the fair market value of the asset | payments representing executory costs, equals

at the inception of the lease. or exceeds 90% of the fair value of the leased
property.

The asset is a general purpose asset rather
than being for a special purpose of the
Government and is not built to unique
specification for the Government as lessee.

There is a private-sector market for the asset.

Table 3. Public vs. Private Operating Lease Determination

The stricter guidelines were adopted in 1991 in response to the frequent use of lease-
purchases in the 1980s to acquire assets, including propositioned ships or buildings. The CBO
cited four major concerns of the increased use of leasing that helped inspire the new guidelines.
It asserts that leasing has the ability to:

1. Reduce the budget’s ability to fully depict the Federal Government’s financial
commitments;

2. Undermine fiscal policy by circumventing controls such as limits on deficits and caps on
discretionary spending;

3. Allow an agency to avoid facing the full costs of purchasing an asset at the time it
decides to buy it, thus making acquisitions that are not cost-effective more likely; and

4. Raise the costs of some investments because a lease-purchase is, over the life of an
asset, inherently more costly to the government than a direct purchase (CBO, 2003, p.
ix).
We propose to limit the guidelines to the four basic criteria accepted in the private sector
with one additional caveat. A fifth guideline would include a proposal that highlighted the
following issues:

1. The estimated total use (years) of the asset by the government.

2. The reason as to why operating leasing would be preferred over direct-purchase, lease-
purchase or other type of financing.
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3. Explicitly address ownership options for the asset. Also discuss the probability the asset
would be damaged in its use and ultimately be required to be purchased.

4. Salvage value for the asset at completion of the lease—discussing any outside markets
for the asset to determine potential market value.

The proposal would be submitted to the OMB, CBO, and Congressional Budget
Committees as part of the legislative process. If these new guidelines for operating leases were
adopted, greater flexibility would be restored to the DoD in financing its requirements. The
guidelines would not hinder Congress’s ability to allocate financial resources effectively.

Scoring of Alternative Financing

Alternative financing consists of almost any financing option or combination of options
that can be used in lieu of conventional full-funding. The private sector has metrics such as
profit or stock price that help motivate corporate executives in their selection of the most
beneficial financing method for their company. Without these incentives, the federal budget
process remains a delicate balance between agency needs and Congressional control of the
purse. Current scoring guidelines are designed to provide the decision-makers in Congress
with the most informative representation of current and future government obligations. The
legislation also has the effect of biasing full-funding versus other forms of financing. Yet, in
certain situations, the needs and resources of the government can be combined with the
capabilities of the private sector to form a partnership that is beneficial to both parties. Public-
private Partnerships represent the most practical financing method available that harnesses
these capabilities and addresses the needs of the DoD.

Unfortunately, the financial details of Public-private Partnerships are typically unique and
involve complex financial relationships, causing few useful precedents to be available to help
predict the scoring outcome. The National Council for Public Private Partnerships (NCPPP)
cites one of the major impediments in the budget scoring policy to be the ambiguity surrounding
the current scoring guidelines (2007). The OMB scoring rules represent policy vice actual hard-
fast rules and are intentionally vague to allow interpretation by the CBO or OMB. Reviewing the
scoring determination through an open forum between concerned policies would not only clarify
the intent of the rules, but also improve adherence to the scoring rules. The Council also
asserts that scoring confusion could further be eliminated if an “Alternative Financing”
committee was formed by the OMB to assist agencies that seek private-sector involvement
(2007). The committee can be established independently from the OMB to eliminate any
conflicts of interests or questions of neutrality.

Additionally, the scoring process would be improved if the scoring rules placed greater
emphasis on economic efficiency rather than the determination of outlays. For instance, share-
in-savings contracts that have outlays resulting only from the net savings to the government
should be scored as budget neutral or have some other discount factor that reflects the financial
benefits of the deal. Public-private Partnerships are particularly penalized in this manner as
many benefits from these ventures do not have an explicit value that can be readily estimated.
The inability to easily or accurately estimate these benefits causes them to be ignored in the
scoring process. In these cases, representatives from the prospective Alternative Financing
committee could provide their best estimate of the projected savings of private involvement—
either by discounting the budget authority scored for the project or by including this dollar
amount independent of the scoring estimate. In either manner, Congress would be informed of
the benefits of the alternative financing. The current scoring rules are overly conservative and
neglect to include the majority of the benefits of PPP in scoring budget authority.
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Conclusion

The consistency and transparency in the budget process that were the intent of the
scoring guidelines also have the affect of altering the feasibility of alternative financing ventures.
Currently, there are many opportunities to improve the aging infrastructure and reduce the
lifecycle costs of a project through greater private-sector involvement. A major impediment to
realizing this goal is the interpretation of the scoring guidelines by the CBO and OMB and the
absence of legislation authorizing such private-sector participation. The government would
benefit from either a revision to the current scoring guidelines or a more comprehensive
interpretation of the current scoring rules. We assert that if these changes are implemented,
then the soldiers and sailors in the field would have a better probability of being provided the
equipment necessary to complete their National Security mission at a time when we are faced
with ever-shortening supply of money during the Global War on Terrorism.
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Panel 12 - Considerations in Making Logistics Support Choices for
Weapon Systems

Thursday, Panel 12 - Considerations in Making Logistics Support Choices for
May 17, 2007 Weapon Systems
9:30 a.m. — Chair:
11:00 a.m.
Reuben S. Pitts Ill, Head, Warfare Systems Department, NSWC Dahlgren
Division
Discussant:

David Lamm, Associate Professor emeritus, Naval Postgraduate School
Papers:

Outsourcing for Optimal Results: Six Ways to Structure an Evaluation of
Alternatives

Francois Melese, Naval Postgraduate School

Alternative Strategies for Managing MK48 Intermediate Maintenance
Activity

William Lucyshyn, University of Maryland

Chair: Reuben S. Pitts Ill, Head, Warfare Systems Department, NSWC Dahlgren Division

Discussant: David Lamm, Professor Emeritus from the Graduate School of Business and Public Policy
(GSBPP), served at NPS as both a military and civilian professor from 1978 through his retirement in
January 2004, teaching a number of acquisition and contracting courses, as well as advising thesis and
MBA project students. During his tenure, he served as the Academic Associate for the Acquisition &
Contract Management (815) MBA Curriculum, the Systems Acquisition Management (816) MBA
Curriculum, the Master of Science in Contract Management (835) distance learning degree, and the
Master of Science in Program Management (836) distance learning degree. He created the latter three
programs. He also created the International Defense Acquisition Resources Management (IDARM)
program, which brings acquisition education in-country to over 20 allied nations. Further, he created the
Advanced Acquisition Program (AAP), a distance learning certificate program for the civilian acquisition
workforce throughout the country. Finally, in collaboration with the GSBPP Acquisition Chair, he
established and served as PI for the Acquisition Research Program, including inauguration of an annual
Acquisition Research Symposium. He also developed the Master of Science in Procurement &
Contracting degree program at St Mary’s College in Moraga, CA, and served as a Professor in both the
St Mary’s and the George Washington University’s graduate programs.

He has researched and published numerous articles and has written an acquisition text entitled Contract
Negotiation Cases: Government and Industry, 1993. He served on the editorial board for the National
Contract Management Journal and was a founding member of the editorial board for the Acquisition
Review Quarterly, now known as the Defense Acquisition Review Journal. He served as the NPS
member of the Defense Acquisition Research Element (DARE) from 1983-1990.
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Prior to NPS, he served as the Supply Officer aboard the USS Virgo (AE-30) and the USS Hector (AR-7).
He also had acquisition tours of duty at the Defense Logistics Agency in Contract Administration and the
Naval Air Systems Command where he was the Deputy Director of the Missile Procurement Division.

He holds a BA from the University of Minnesota and a MBA and DBA both from The George Washington
University. He is a Fellow of the National Contract Management Association and received that
association’s Charles A. Dana Distinguished Service Award and the Blanche Witte Award for Contracting
Excellence. He created the NCMA's Certified Professional Contracts Manager (CPCM) Examination
Board and served as its Director from 1975-1990. He is the 1988 NPS winner of the RADM John J.
Schieffelin Award for Teaching Excellence.
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Outsourcing for Optimal Results: Six Ways to Structure an
Evaluation of Alternatives

Presenter: Francois Melese, PhD, joined the NPS faculty in 1987. He earned his undergraduate degree
in Economics at UC Berkeley, his Master’s at the University of British Columbia in Canada, and his PhD
at the Catholic University of Louvain in Belgium. After five years as a faculty member in the Business
School at Auburn University, Francois joined NPS as part of the Defense Resources Management
Institute (DRMI). In his time at NPS, he has taught public budgeting and defense management in over two
dozen countries and has published over 50 articles and book chapters on a wide variety of topics. More
recently, at the request of the State Department and NATO Headquarters, he has represented the US at
NATO Defense meetings in Hungary, the Ukraine, Germany and Armenia. His latest article (co-authored
with Jim Blandin and Sean O’Keefe) appeared in the International Public Management Review. The
article (available at www.ipmr.net) is entitled “A New Management Model for Government: Integrating
Activity-Based Costing, the Balanced Scorecard and Total Quality Management with the spirit of the
Planning, Programming and Budgeting System.”

Francois Melese, PhD, Professor of Economics
Defense Resources Management Institute
School of International Graduate Studies

Naval Postgraduate School

Monterey, CA 93943

Phone: (831) 656-2009

E-mail: fmelese@nps.edu

Abstract

This study presents six ways to structure an evaluation of alternative outsourcing
opportunities. According to the Office of Management and Budget's (OMB) Circular A-76, the
decision to outsource government positions or functions involves a comparison of “bids” or
“proposals”—Invitations for Bids (IFB) for well-defined, routine commercial activities; Requests
for Proposals (RFP) for more complex, more difficult to define activities. The paper suggests
replacing the conventional decision sciences approach that currently dominates defense
guidance, with a more intuitive constrained optimization approach borrowed from economist’s
“characteristics approach to demand theory.” One of the key insights derived from the economic
approach is that alternatives are generated as part of a two-step optimization and appear as
(response) functions and not points in Cost-Effectiveness space. One important implication is
that what have previously been viewed as dominated (inferior) alternatives may prove to be
superior under different budget scenarios. The study discusses concepts of intra- and inter-
program analysis, cost as an independent variable, expansion paths, “knees of the curve,” and
opportunity costs, and offers an intuitive discussion of the hazards of applying cost/effectiveness
ratios to rank alternatives. In the spirit of government competitions, anyone that discovers
another constrained optimization approach to structure a cost-effectiveness analysis of
alternative outsourcing opportunities will receive a cash award of $100 from the author.
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Alternative Strategies for Managing MK48 Intermediate
Maintenance Activity

Presenter: William Lucyshyn is the Director of Research and a Senior Research Scholar at the Center
for Public Policy and Private Enterprise in the School of Public Affairs at the University of Maryland. In
this position, he conducts research on the public policy challenges posed by the increasing role
information technologies play in both the public and private sectors.

Previously, Mr. Lucyshyn was a member of the Senior Executive Service and served as a program
manager and the principal technical advisor to the Director, Defense Advanced Research Projects
Agency (DARPA), on the identification, selection, research, development, and prototype production of
advanced technology projects. Prior to this appointment, Mr. Lucyshyn completed a 25-year career in the
US Air Force, serving in various special operations and acquisition positions.

He received his Bachelor Degree in Engineering Science from the City University of New York in 1971. In
1985, he earned his Master’s Degree in Nuclear Engineering from the Air Force Institute of Technology.
He was certified Level lll, as an Acquisition Professional in Program Management in 1994.

Expertise: Market—based Government, Information Security Policy, Supply Chain

2101 Van Munching Hall
College Park, MD 20742
Phone: (301) 405-8257
E-mail: Lucyshyn@umd.edu

Abstract

Since 1972, Sailors have delivered more than 10,000 MK48* torpedoes to Pacific Fleet
submarines. During that 29-year period, the IMA achieved numerous awards and earned a
reputation for outstanding torpedo reliability. Manning shortfalls in the Navy’s torpedo-man
rating drove the decision to outsource production to the private sector. In 2001, the MK48
torpedo Intermediate Maintenance Activity (IMA) at Pearl Harbor was outsourced to a contractor
team led by Raytheon. All but two of the 181 military billets that existed at the IMA were
reallocated to other critical areas.

Outsourcing is a management strategy that contracts out organizational activities to
vendors or suppliers who specialize in these activities in order to perform them more efficiently.
Outsourcing or “contracting out” still requires the government to remain fully responsible for the
provision of all services and management decisions. If implemented correctly, outsourcing can
be used to introduce competitive pressure. This pressure generally incentivizes performance
improvements and cost reductions.

This case study will compare the operation of the Pearl Harbor IMA with that of the Navy
Submarine Torpedo Facility IMA, Yorktown, which is still manned primarily by active-duty
sailors.

! The Mark 48, in production since 1972, is a heavyweight torpedo still carried on all US submarines and
designed to detonate on contact or in proximity to a target.
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Thursday, Panel 13 - Considerations for Acquisition Process Improvements
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Dr. Nancy L. Spruill, Director, Acquisition Resources and Analysis, Office
of the Under Secretary of Defense (Acquisition, Technology and Logistics)

Papers:
Review of Defense Acquisition Structures & Capabilities
Paul Alfieri and Mark D. Lumb, Defense Acquisition University

An Integrated Portfolio Management Approach to Weapon System
Investments Could Improve DoD’s Acquisition Outcomes

Katherine Schinasi, US Government Accountability Office

DoD Contract Termination Liability: An Analysis of Special Termination
Cost Clause (STCC)

Rene Rendon and John Mutty, Naval Postgraduate School

Chair: Dr. Nancy L. Spruill, Director, Acquisition Resources and Analysis, Office of the Under Secretary
of Defense (Acquisition, Technology and Logistics), received her Bachelor of Science degree in
Mathematics, in 1971. From 1971 to 1983, she held a variety of positions with the Center for Naval
Analyses, including Technical Staff Analyst, Professional Staff Analyst and Project Director. She earned
her Master of Arts in Mathematical Statistics in 1975 followed by her Doctorate in 1980.

Dr. Spruill served on the staff of the Office of the Secretary of Defense from 1983 to 1993. Initially, she
was the Senior Planning, Programming, and Budget Analyst in the Manpower, Reserve Affairs and
Logistics Secretariat. Later, she served as the Director for Support and Liaison for the Assistant Secretary
of Defense for Force Management and Personnel. Then she served as the Senior Operations Research
Analyst in the Office of the Assistant Secretary of Defense for Program Analysis and Evaluation.

In 1993, she joined the staff of the Defense Mapping Agency (DMA), serving as the Chief of Programs
and Analysis Division for the DMA Comptroller. Her role included oversight of the Agency's $800M
program. Subsequently, she served as Acting Deputy Comptroller and was a member of the Reinvention
Task Force for the Vice President's National Performance Review. Her reengineering work was
implemented and resulted in a mapping organization that is customer focused and reduced in the
management layers from eleven to three.

In March 1995, she was selected as the Deputy Director for Acquisition Resources for the Under
Secretary of Defense for Acquisition and Technology (USD(AT&L)). In February 1999, she was appointed
Director, Acquisition Resources & Analysis (ARA) for USD(AT&L). In this capacity she is responsible for
the coordination of all defense acquisition and technology planning, programming, and budgeting process
activities, as well as funds control, Congressional actions in the authorization and appropriations
processes, and special analyses for the Under Secretary. She also manages the studies program for
OSD and oversees USD(AT&L)'s office automation system and manages its information system network.
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Dr. Spruill has been a member of the Senior Executive Service since 1995. She is a certified
Acquisition Professional and an active member of the American Statistical Association. Her many honors
and awards include the Defense Medal for Exceptional Civilian Service, the Defense Medal for
Meritorious Civilian Service, and the Hammer Award. She has contributed papers in publications of the

statistics and defense analyses communities and authored articles in the general press on how politicians
use - and abuse - statistics.
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Review of Defense Acquisition Structures & Capabilities

Presenter: Paul Alfieri, Defense Acquisition University, graduated from the United States Naval
Academy, Annapolis, MD, in June, 1969. He completed Navy flight training in November, 1970, and was
designated a naval aviator. Dr. Alfieri served 24 years in the US Navy, in which he was a helicopter pilot
and an Aeronautical Engineering Duty Officer. While in the Navy, he earned a Master’s degree in
Aeronautical Engineering from the Naval Postgraduate School in Monterey, CA, in 1977. Dr. Alfieri spent
8 years at the Naval Air Systems Command and became an acquisition specialist there. At NAVAIR, Dr.
Alfieri was a Deputy Program Manager (HARM missile) and Program Manager (F404 engine). Since
leaving the Navy, he completed studies for his doctorate in Education at Virginia Tech in Blacksburg, VA,
in 1998. For the last 16 years, he has been on the faculty of the Defense Acquisition University, where he
has served as Department Chair of the Test & Evaluation Department and is currently the Director of
Research. In 2002, Dr. Alfieri graduated from the Industrial College of the Armed Forces (ICAF) in
Washington, DC, with a Master’s degree in National Security Affairs.

Author: Mark D. Lumb, Defense Acquisition University, graduated from the University of Notre Dame,
South Bend, Indiana, in May of 1982. He completed the Infantry Officer Basic Course at Ft Benning, GA,
and was assigned as Second Lieutenant to a reinforced heavy brigade in southern Germany. Lumb
spent the next 10 years in various Infantry assignments, alternating between Mechanized and Light
Infantry Divisions. In 1991, he transition from the Infantry Branch to the newly formed Army Acquisition
Corps, spending the remainder of his Army career in various acquisition assignments, including anti-tank
missiles, ground robotics and rotary-winged aircraft. While in the Acquisition Corps, he earned a Master’s
Degree in Acquisition and Contract Management from the Naval Postgraduate School, Monterey, CA, in
1991. Lumb culminated his Army Acquisition career as the inaugural Program Manager of the Army’s
UH-60M, Blackhawk helicopter improvement program. After retiring from the Army in 2002, Lumb joined
the Defense Acquisition University where he served as a member of the faculty in the Acquisition
Program Management Department and, most recently, in his current position as the Director of Program
Development.

Dr. Paul A. Alfieri

Director of Research

Defense Acquisition University
Fort Belvoir, VA 22060

Phone: (703) 805-5282

Mr. Mark D. Lumb

Director of Program Development

Defense Acquisition University—South Region
Huntsville, AL 35806

Phone: (256) 722-1072

Abstract

The Department of Defense (DoD) Acquisition Process has been the subject of many
reform initiatives and improvement attempts over the last several decades. The acquisition
process is deliberately structured for oversight (checks and balances) and decentralized control.
Separate, independent offices/staffs within the DoD make requirements determination, resource
allocations, and programmatic decisions (milestone decisions). Coupled with inter-service
competition for missions and dollars, this process involves stakeholders with competing
interests and is certainly not designed for efficiency. Rapid growth in technology, foreign
competition for military systems, and changing threats further exacerbate the problem. The
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results can usually be categorized as: too many requirements, too many programs, unstable
budgets, insufficient funds, ever-changing requirements.

Most stakeholders in the process have much to gain and much to lose. Whether we talk
in terms of political dominance, global power, military deterrence or maximization of budget
share, the stakes of the game are very high. This fact is certainly not lost on Congress. In
Public Law "109-163, FY06 National Defense Authorization Act (Section 814), Congress
directed the Defense Acquisition University (DAU), acting under the direction and authority of
USD(AT&L), to conduct a major review of all DoD acquisition organizations. From this
legislation, it appears that Congress desires more control over the acquisition process and,
more importantly, improved acquisition outcomes.

While conducting the Defense Acquisition Structures & Capabilities Review, the DAU
was asked to specifically examine the structure of the DoD’s acquisition organizations and to
address the capabilities and capacities that acquisition organizations require to successfully
discharge their acquisition missions. This study will provide an additional examination of
capability shortfalls and gaps, along with appropriate recommendations for reform and
improvement.

Employing a survey-instrument methodology, utilizing both written responses and face-
to-face interviews, and gathering data from the Military Departments, the Defense Agencies,
Field Operating Activities and numerous key leaders throughout the Department of Defense,
this paper will attempt to explore the relationship between organizational re-structuring,
acquisition capabilities and capacities, and positive acquisition outcomes.
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An Integrated Portfolio Management Approach to Weapon System
Investments Could Improve DoD’s Acquisition Outcomes

Presenter: Katherine Schinasi, US Government Accountability Office

What GAO Found

To achieve a balanced mix of executable development programs and ensure a good
return on their investments, the successful commercial companies GAO reviewed take an
integrated, portfolio management approach to product development. Through this approach,
companies assess product investments collectively from an enterprise level, rather than as
independent and unrelated initiatives. They weigh the relative costs, benefits, and risks of
proposed products using established criteria and methods, and select those products that can
exploit promising market opportunities within resource constraints and move the company
toward meeting its strategic goals and objectives. Investment decisions are frequently revisited,
and if a product falls short of expectations, companies make tough go/no-go decisions. The
companies GAO reviewed have found that effective portfolio management requires a
governance structure with committed leadership, clearly aligned roles and responsibilities,
portfolio managers who are empowered to make investment decisions, and accountability at all
levels of the organization.

In contrast, DOD approves proposed programs with much less consideration of its
overall portfolio and commits to them earlier and with less knowledge of cost and feasibility.
Although the military services fight together on the battlefield as a joint force, they identify needs
and allocate resources separately, using fragmented decision-making processes that do not
allow for an integrated, portfolio management approach like that used by successful commercial
companies. Consequently, DOD has less assurance that its investment decisions address the
right mix of warfighting needs, and, as seen in the figure below, it starts more programs than
current and likely future resources can support, a practice that has created a fiscal bow wave. If
this trend goes unchecked, Congress will be faced with a difficult choice: pull dollars from other
high-priority federal programs to fund DOD’s acquisitions or accept gaps in warfighting
capabilities.
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Figure: Costs Remaining Versus Annual Appropriations for Major Defense Acquisitions
Drallars (in billions)

1.200
1,000 /-""'_
800 —
GO0
wo| T——" T
200 Costa remaining for rmajer defenss acquisitions
o T AnmuEl appropriations fof majer defense n-::quiaa:-;a_ ___ ]

1992 4993 41984 4905 41906 1997 4998 4000 2000 2004 2002 2003 2004 2005 2008
Fiscal year
Saurce: DOD (data); Gac (analysts and prasentation),

Figure 1. Costs Remaining vs. Annual Appropriations for Major Defense Acquisitions

Why GAO did this Study

Over the next several years, the Department of Defense (DOD) plans to invest $1.4
trillion in major weapons programs. While DOD produces superior weapons, GAO has found
that the department has failed to deliver weapon systems on time, within budget, and with
desired capabilities. While recent changes to DOD’s acquisition policy held the potential to
improve outcomes, programs continue to experience significant cost and schedule overruns.

GAO was asked to examine how DOD’s processes for determining needs and allocating
resources can better support weapon system program stability. Specifically, GAO compared
DOD’s processes for investing in weapon systems to the best practices that successful
commercial companies use to achieve a balanced mix of new products, and identified areas
where DOD can do better. In conducting its work, GAO identified the best practices of:
Caterpillar, Eli Lilly, IBM, Motorola, and Procter and Gamble.

What GAO Recommends

GAO is making several recommendations for DOD to implement an integrated portfolio
management approach to weapon system investments. DOD stated that it is undertaking
several pilot efforts to improve the department’s approach and that implementation of any new
business rules will be contingent upon the outcomes of these efforts.

WWW.gao.gov/cqi-bin-getrpt?GAO-07-388

To view the full product, including the scope and methodology, click on the link above.
For more information, contact Michael J. Sullivan at (202) 512-4841 or sullivanm@gao.gov.
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DoD Contract Termination Liability: An Analysis of Special
Termination Cost Clause (STCC)

Presenter: Rene Rendon is on the faculty of the Graduate School of Business and Public Policy at the
Naval Postgraduate School in Monterey, California, where he teaches acquisition and contract
management courses in the MBA and Master of Science programs. Prior to his appointment at the Naval
Postgraduate School, he served for more than 22 years in the United States Air Force as an acquisition
contracting officer, retiring at the rank of Lieutenant Colonel.

Author: John Mutty is a faculty member of the Graduate School of Business and Public Policy at the
Naval Postgraduate School in Monterey, California. He teaches Defense Financial Management courses
in the MBA and EMBA programs. He served in the United States Navy as a pilot and as a Financial
Management sub-specialist, retiring at the rank of Captain.

Rene G. Rendon

Senior Lecturer

Graduate School of Business and Public Policy
Naval Postgraduate School

Monterey, CA 93945-5197

Phone: (831) 656-3464

E-mail: rgrendon@nps.edu

John E. Mutty

Senior Lecturer

Graduate School of Business and Public Policy
Naval Postgraduate School

Monterey, CA 93945

Phone: (831) 656-2205

E-mail: jmutty@nps.edu

Abstract

The specific purpose of the research was to review current policies, practices, and
procedures for funding and managing Contract Termination Liability within the Department of
Defense (DoD). The research proposes alternative approaches for improving the DoD’s ability
to manage Contract Termination Liability and discusses the resulting effect of each alternative
on defense acquisition practices. First, we provide a brief review of regulatory and policy
guidance on Contract Termination Liability as reflected in the Federal Acquisition Regulation
(FAR) and the Financial Management Regulations (FMR). We then discuss the current
practices and procedures for funding and managing Contract Termination Liability. Next, we
present program management challenges and observations and findings based on our research
of current Contract Termination Liability policies and real-world practices. A discussion of
alternative approaches to funding Contract Termination Liability is then presented, including the
use of Special Termination Cost Clauses (STCC). Finally, this research concludes with a
summary and recommendations on how the DoD could improve the policies and practices for
managing Contract Termination Liability.

A copy of the complete report is available at the following website: www.acquisitionresearch.org:
Report Number NPS-CM-06-042
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Executive Summary

This research paper explores the Department of Defense (DoD) policies and practices
for managing Contract Termination Liability. The specific purpose of the research was to review
current policies, practices, and procedures for funding and managing Contract Termination
Liability within the DoD. Alternative approaches for improving the DoD'’s ability to manage
Contract Termination Liability are proposed and the resulting effect of each alternative on
defense acquisition practices is discussed. Recommendations on how the DoD could improve
the policies and practices for managing Contract Termination Liability are provided.

This research found that the regulations and policies pertaining to the management and
funding of Contract Termination Liability are inconsistent and subject to interpretation. Program
managers, finance and budget managers, and contracting officers have differing interpretations
of the requirement for funding Contract Termination Liability. Furthermore, the practices and
procedures used in defense acquisition program offices reflect this inconsistency.

A review of current practices and procedures for funding and managing Contract
Termination Liability and historical data of past contract terminations found that the probability of
a contract termination for convenience is very small, and program managers’ approaches to
managing Contract Termination Liability reflects this probability. The normal procedure for
handling the potential liability associated with a contract terminated for convenience is to
“budget” for the liability. Then, in coordination with the contractor, the required amount of
funding is tracked on a regular basis. In this case, budgeting for Termination Liability does not
mean obligating funds specifically for that purpose.

Interviews with various acquisition program offices indicate that program managers are
generally satisfied with the current method for managing Contract Termination Liability because
the procedure they currently use allows them to keep all of the funding appropriated for their
program. Furthermore, program managers are not in favor of a “tax” that would negate the
requirement to budget for Contract Termination Liability. A tax would deprive them of funds that
they currently have at their disposal. Additionally, if all programs were taxed, there is a general
concern that the pooled funds would likely be lost—either the Military Departments (or DoD)
would use them to solve other problems if they were not required to cover a liability, or
Congress would look upon the funds that had been set aside as a “slush fund,” making them
tempting for other uses.

Interviews also indicated that support for increased use of STCCs is not evident, either
at the program level or the OMB or Congressional level. Congress has expressed its concern
through report language. OMB correspondence has indicated that support for more than one
STCC per service is unlikely. However, it should be noted that those programs that have
significant funding problems and/or are concerned about the possibilities of termination do
support additional use of STCCs. In fact, these programs would prefer to have a STCC that
covers more cost elements than the standard STCC.

Finally, this research concluded with the following recommendations for the DoD’s
management of Contract Termination Liability: 1. Remove the ambiguity and improve the
consistency in the regulations pertaining to the management of Contract Termination Liability; 2.
Refrain from imposing a tax system to provide funding for potential Contract Termination
Liability, and 3. Continue to use STCCs for the larger programs with funding or longevity
concerns.
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Regulatory and Policy Guidance

This section of the research report focuses on the regulatory and policy guidance on
Termination Liability and the Special Termination Cost Clause (STCC). The regulatory and
policy guidance covering Termination Liability (and, specifically, Special Termination Cost
Clauses (STCQ)) is found in the DoD Financial Management Regulation (FMR) and the
Defense Federal Acquisition Regulation Supplement (DFARS). In addition, the Air Force
Financial Management Regulation is also discussed as an example of Agency-specific guidance
on contingent liability.

Termination Liability

The DoD Financial Management Regulation (FMR) defines Termination Liability as:

The amount of prepayments that cover payments required by the contract, and any
damages and costs that may accrue from the cancellation of such contract. Funds
prepaid for Termination Liability will convert to cover actual expenditures in the event
that the contract not be terminated prior to performance completion. Termination Liability
may not apply to articles/services provided under other authorities of the Foreign
Assistance Act or AECA. (DoD, 2006c¢, Vol. 15)

The Financial Management Regulation (FMR) categorizes Contingent Liabilities (CLs) as
probable, possible, or remote (DoD, 2006c). The terms probable, reasonably possible, and
remote identify three areas within that range as follows:

1. Probable: The future event or events are likely to occur.

2. Reasonably possible: The chance of the future event or events occurring is more than
remote but less than likely.

3. Remote: The chance of the future event or events occurring is slight.

Probable CLs must be covered by a commitment of funds. Probable CLs are most likely
to become actual liabilities. Commitments are not required for possible CLs and should not be
established for remote CLs (DoD, 2006c, Vol. 4, Ch. 13, pp. 241-242).

The budgeting for Contingent Liabilities is discussed in the following excerpts taken from
the DoD Financial Management Regulation:

Special Provisions for Determining the Amounts of Commitments

Contingent Liabilities Remaining Under Outstanding Contracts. There are
contingent liabilities for price or quantity increases or other variables that cannot be
recorded as valid obligations in the cases of (1) outstanding fixed-price contracts
containing escalation, price redetermination, or incentive clauses, or (2) contracts
authorizing variations in quantities to be delivered, or (3) contracts where allowable
interest may become payable by the US Government on contractor claims supported by
written appeals pursuant to the “Disputes” clause contained in the contract (see
subparagraph 080202.D, below). Amounts to cover these contingent liabilities should be
carried as outstanding commitments pending determination of actual obligations. The
amounts of such contingent liabilities, however, need not be recorded at the maximum or
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ceiling prices under the contracts. Rather, amounts should be committed that are
estimated conservatively to be sufficient to cover the additional obligations that probably
will materialize, based upon judgment and experience. In determining the amount to be
committed, allowances may be made for the possibility of downward price revisions and
guantity underruns. Each contingent liability shall be supported by sufficient detail to
facilitate audit. (DoD, 2006c, Vol. 3, Ch. 8, para. 080202)

Budgeting for Termination Liability on Incrementally Funded RDT&E
Contracts

The legal requirements of the Anti-deficiency Act and the long-standing policy of not
committing a successor Congress to a course of action both make it necessary that the
unliquidated obligation for an incrementally funded, multiple-year contract be sufficient at all
times to cover the cost of terminating that contract for the convenience of the Government.

Budgeting to cover Termination Liability will not increase the total amount budgeted for
the program. It will require that the distribution of funds by fiscal year be shifted more towards
the earlier years of the contract than if funds had been budgeted only to cover the actual bill to
be paid each year. The distribution of funds by fiscal year shall be such that, if a contract is
terminated at any point during the fiscal year, all termination costs can be financed from the
unliquidated obligation on the contract without recourse to reprogramming of funds,
supplemental appropriations, or awaiting the appropriation of funds for the succeeding fiscal
year's funding increment. All programs shall adhere to this policy with the following two
exceptions, both of which are to be used rarely.

a. Special Termination Cost Clause (STCC). DoD FAR Parts 249.50170 and 252.249-7000
permit the use of STCC in fixed-price incentive contracts and incrementally funded cost
reimbursement contracts. If contracts containing an STCC are terminated before
completion, the special termination charges are covered by the unobligated balance of
the applicable appropriation, subject to any congressional approval required for
reprogramming. The extent to which the STCC can be used is limited to the ability of the
Service or Agency to cover expected termination costs from unobligated balances. A
recordable obligation under the STCC arises when the contract is actually terminated. If
a proposed STCC would require an above-threshold reprogramming action when a
program is terminated, the approval to use the STCC shall be obtained from the USD
(Comptroller) before the contract or contract modification is awarded. All STCCs,
regardless of dollar amount, require prior notification of the House and Senate
Appropriations Committees.

b. Statutory Waivers. The Department is not required to budget for, or obligate funds
sufficient to cover, Termination Liability in connection with an incrementally funded
RDT&E contract if Congress has expressly exempted the program or contract from that
requirement. When this situation arises, however, the budget exhibits for the program
shall clearly indicate the value of the unfunded Termination Liability by year for the
current year, budget year, and the outyears covered by the FYDP. (DoD, 2006c, Vol. 2A,
Ch. 1, para. 010214)

Termination Liability is considered a contingent liability since adequate funds must be
committed to cover the liabilities resulting from the termination of contracts, including any
potential or Contingent Liabilities (Gill, 2003).

The DoD FMR explains Contingent Liabilities as follows:
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Contingent Liability—The term has two meanings. As a budgetary term, it represents
variables that cannot be recorded as valid obligations. Such variables include (1)
outstanding fixed-price contracts containing escalation, price redetermination, or
incentive clauses, or (2) contracts authorizing variations on quantities to be delivered, or
(3) contracts where allowable interest may become payable by the US Government on
contractor claims supported by written appeals pursuant to the "DISPUTES" clause
contained in the contract. As a proprietary accounting term, it represents an obligation,
relating to a past transaction or other event or condition that may arise in consequence,
as a future event now deemed possible but not probable. When the liability is
determined to be possible, but not probable, the potential liability is disclosed as a
footnote to the financial statements. When the potential liability becomes probable, it is
recorded in the accounts as a current liability or a reduction of an asset. The budget
definition is the preferred usage. (DoD, 2006c, Vol. 15)

Thus, according to DoD FMR, Volume 2A, Chapter 1, "all termination costs can be
financed from the unliquidated obligation on the contract without recourse to reprogramming of
funds, supplemental appropriations, or awaiting the appropriation of funds for the succeeding
fiscal year's funding increment" (2006c). The two exemptions to this are a Special termination
Cost Clause (STCC) and a Statutory Waiver.

In addition, Volume 3, Chapter 8, Section 080512 of the DoD FMR states that in the
case of termination of a contract, the contract shall be decreased to an amount that is sufficient
to meet the settlement costs under the termination.

The Air Force Material Command (AFMC) Financial Management Reference System
(2005, February) provided more detailed guidance on funding termination costs. The AFMC
FMRS states the following concerning funding termination costs:

The funded activity should commit the estimated funds to cover the expected contingent
liability (CL). This estimated CL amount is in excess of the contract awarded amount
recorded as an obligation. The financial manager must record commitments for CLs
against the applicable FY and appropriation cited on the contract. Normally, funds for
CLs are maintained locally. Funds are committed for a contingent liability at the time of
contract award, based on the amount provided by the contracting officer [...].
Commitments are not recorded for STCC or contingent termination liabilities.
Obligations are recorded when the action to terminate is taken. (AFMC, 2005, February)

The AFMC FMRS further states that funds are committed for all “probable” CLs (funding
for “possible” or “remote” CLs is not necessary) as defined in a matrix. “The CL Matrix is used
to identify, categorize according to probability, and track CLs throughout the life of a contract [...]
must be reported to SAF/FM semi-annually” (AFMC, 2005, February).

As indicated above, the DoD FMR refers to two exceptions to the policy of budgeting for
Termination Liability. These include the Special Termination Cost Clause (STCC) and the
Statutory Waiver. These will be discussed below.

Special Termination Cost Clause (STCCQC)

Regulatory and policy guidance related to the use of Special Termination Cost Clauses
is found in the DoD FMR (Section: “Budgeting for Termination Liability on Incrementally Funded
RDT&E Contracts,” p. 3) and the DoD FAR.
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Although the Federal Acquisition Regulation (FAR) Part 49 provides guidance on
contract terminations, the Defense FAR Supplement (DFARS) provides the guidance and
prescribes the clause specifically for Special Termination Costs. The DFARS guidance at
249.501-70 states the following:

249.501-70 Special Termination Costs.

(a) The clause at 252.249-7000, Special Termination Costs, may be used in an
incrementally funded contract when its use is approved by the agency head.

(b) The clause is authorized when—
(1) The contract term is two years or more;
(2) The contract is estimated to require—
(i) Total RDT&E financing in excess of $25 million; or
(i) Total production investment in excess of $100 million; and

(3) Adequate funds are available to cover the contingent reserve liability for
special termination costs.

(c) The contractor and the contracting officer must agree upon an amount that
represents their best estimate of the total special termination costs to which the
contractor would be entitled in the event of termination of the contract. Insert this
amount in paragraph | of the clause.

(d) (1) Consider substituting an alternate paragraph | for paragraph | of the basic
clause when—

(i) The contract covers an unusually long performance period; or
(ii) The contractor’s cost risk associated with contingent special
termination costs is expected to fluctuate extensively over the period
of the contract.
(2) The alternate paragraph | should provide for periodic negotiation and
adjustment of the amount reserved for special termination costs. Occasions
for periodic adjustment may include—

() The Government’s incremental assignment of funds to the contract;

(ii) The time when certain performance milestones are accomplished by
the contractor; or

(iii) Other specific time periods agreed upon by the contracting officer and
the contractor.
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A review of the DFARS clause reveals that the clause may be used on incrementally
funded contracts when: the contract term is two years or longer and is estimated to require in
excess of $25 million of Research, Development, Test, and Evaluation (RDT&E) funds or a total
of over $100 million of production investment.

Incrementally funded contracts are those contracts in which funds are incrementally
obligated throughout the period of performance. Typically, cost reimbursement RDT&E
contracts are incrementally funded and require the use of the Limitation of Funds Clause at FAR
52.232-22. This clause requires the contractor to notify the Contracting Officer in writing
whenever it has reason to believe the cost it expects to incur in the next 60 days, when added to
all costs previously incurred, will exceed 75% of the total amount allotted on the contract (DoD,
2006b, 52.232-22).

Another requirement of the Special Termination Cost Clause (STCC) is that there will be
adequate funds available to cover the contingent reserve liability for special termination costs.

In addition, the clause states that the contractor and the contracting officer must agree
upon an amount that represents their best estimate of the total special termination costs to
which the contractor would be entitled in the event of termination of the contract. These special
termination costs are identified within the DFARS in the actual Special Termination Costs clause
as follows:

252.249-7000 Special Termination Costs.

As prescribed in 249.501-70, use the following clause:

SPECIAL TERMINATION COSTS (DEC 1991)

(a) Definition. “Special termination costs,” as used in this clause, means only costs in the
following categories as defined in Part 31 of the Federal Acquisition Regulation
(FAR)—

(1) Severance pay, as provided in FAR 31.205-6(Q);

(2) Reasonable costs continuing after termination, as provided in FAR 31.205-
42(b);

(3) Settlement of expenses, as provided in FAR 31.205-42(Qg);

(4) Costs of return of field service personnel from sites, as provided in FAR
31.205-35 and FAR 31.205-461; and

(5) Costs in paragraphs (a)(1), (2), (3), and (4) of this clause to which
subcontractors may be entitled in the event of termination.

(b) Notwithstanding the Limitation of Cost/Limitation of Funds clause of this contract, the
Contractor shall not include in its estimate of costs incurred or to be incurred, any
amount for special termination costs to which the Contractor may be entitled in the
event this contract is terminated for the convenience of the Government.
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(c) The Contractor agrees to perform this contract in such a manner that the Contractor’s
claim for special termination costs will not exceed $ . The Government shall
have no obligation to pay the Contractor any amount for the special termination costs
in excess of this amount.

(d) In the event of termination for the convenience of the Government, this clause shall
not be construed as affecting the allowability of special termination costs in any
manner other than limiting the maximum amount of the costs payable by the
Government.

(e) This clause shall remain in full force and effect until this contract is fully funded. (End
of clause)(DoD, 2006a, 252.249-7000)

Thus, the Special Termination Cost Clause limits the amount of special termination (as
agreed between the government and the contractor) costs that the Government is liable for in a
Termination for Convenience. It should be noted that the STC clause does not apply to the
regular termination costs as outlined in FAR 31.205-42.

Agency Approval for STCC

As stated in the DFARS clause, the use of the STC clause is subject to approval of the
agency head. A review of the various agency FAR supplements provides some perspective on
how this approval is obtained.

The Air Force FAR supplement at AFFARS 5349.501-70 provides additional and specific
policy related to the use of the Special Termination Cost Clause. AFFARS 5349.501-70
specifically states the following:

5349.501-70 Special termination costs.

(a) Contracting officers shall refer to Volume 2A, Chapter 1, Section 010213, paragraph
C.2 of DoD 7000.14-R, DoD Financial Management Regulation, for Congressional
notification and additional approval requirements for Special Termination Cost
Clauses (STCCs). Because STCCs require special notification to Congress and
entail a long approval process over which the Air Force has little control, the
contracting officer should allow SAF/AQCK sufficient time to process requests to use
DFARS 252.249-7000, Special Termination Costs (i.e., not less than 90 days prior to
contract award). The request shall include the following:

() A detailed breakdown of applicable cost categories in the clause at DFARS
252.249-7000 (a)(1) through (5), which includes the reasons for the
anticipated incurrence of the costs in each category;

(i) Information on the financial and program need for the clause, including an
assessment of the contractor’s financial position and the impact of a failure to
receive authority to use the clause; and

(iii) Clear evidence that only costs that arise directly from a termination would be
compensated under the clause. Costs that would be incurred by the
Government, regardless of whether a termination occurs, shall not be covered
by an STCC.
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(b) The contracting officer shall obtain SAF/FM approval prior to authorizing any
increase in the Government’s maximum liability under the clause. (Air Force, 20086,
5349.501-70)

The AFFARS is the only agency-level FAR guidance that gives more specific instruction
on the coordination and review process, as well as on the Congressional notification
requirement for the use of STCCs. This guidance also identifies the requirement for referencing
the DoD Financial Management Regulations (FMR) for specific notification and approval
requirements.

Statutory Waiver

The second exception to the Termination Liability funding policy is the Statutory Waiver.
This exception is explained in the FMR as follows:

Statutory Waivers. If a program is exempted by Public Law from the requirement to
budget for Termination Liability, the fiscal year increments may be budgeted on a pay-
as-you-go basis, providing only sufficient funds to cover the disbursements expected to
be made in that fiscal year. When this situation arises, however, the budget exhibits for
the program shall clearly indicate the value of the unfunded Termination Liability by year
for the current year, budget year, and the outyears covered by the FYDP. (DoD, 2006c)

As can be seen from the above discussion, the regulatory and policy guidance pertaining
to the funding of Termination Liability and the use of STCCs is found in two different functionally
oriented regulations—the Financial Management Regulation (FMR) and the Federal Acquisition
Regulation (FAR). This regulatory guidance on budgeting for Contract Termination Liability from
two different functional areas of DoD acquisition increases the potential for different
interpretations or even misinterpretation of the DoD policy. These differences in policy
interpretation are reflected in the practices and procedures used by the various DoD services.

Observations and Findings

The researchers conducted interviews with various DoD program management offices
and analyzed samples of DoD contracts related to the management of Termination Liability.
Based on these reviews, interviews, and analyses, the research team identified the following
observations and findings:

1. Inconsistent Approach

There is an inconsistent approach among the various military and DoD agencies to
managing Termination Liability funds on contracts. Although all program offices that were
interviewed in this research manage Termination Liability based on the funds obligated on
contract, the procedures used for ensuring the obligated funds are adequate and sufficient to
cover Termination Liability expense at any point during the contract period of performance
varied. Some program offices maintained close coordination with their contractors to monitor
and ensure sufficient obligated funds to cover estimated Termination Liability expenses
throughout the contract period, while other program offices depended solely on the contractor to
monitor the obligated funds to ensure sufficient coverage for Termination Liability. Some
program offices conducted periodical “budget drills” to determine if the amount of obligated
funds at any given time would be sufficient to cover the estimated Termination Liability at that

m ACQUISITION RESEARCH: CREATING SYNERGY FOR INFORMED CHANGE - 417 -



point in time. Some program offices used the Contractor Funds Status Report (CFSR) as an aid
in monitoring the estimated Termination Liability expenses.

2. Diffused Guidance

The regulatory and policy guidance pertaining to Termination Liability are diffused
between the Federal Management Regulation (FMR) and the Federal Acquisition Regulation
(FAR). The FMR is the main source of financial management policy and guidance used by DoD
financial and budget managers, while the FAR is the main source for contract management
policy and guidance used almost exclusively by DoD contracting officers. These two
functionally based regulations lead to differing interpretations of policy, guidance, and
procedures related to the management of Termination Liability by the financial-management
and contract-management functional areas.

3. Insufficient Databases

There is no DoD-wide, Service-wide, Command-wide, or Center-wide database; yet, one
is needed to conduct a proper analysis to determine the total number of contracts that require
funding for Termination Liability, the total amount of Termination Liability funding on these
contracts, the total number of contracts containing a Special Termination Cost (STC) clause,
and the total amount of estimated Termination Liability expenses being managed at the Service
levels because of these STC clauses. These databases would provide the data that would be
considered a critical part of the business case needed to calculate the extent of the funding
being budgeted for Termination Liability expenses.

4. Declining Acceptability of Special Termination Cost Clause

Because of the current acquisition climate of defense acquisition program cost overruns
and schedule delays, the increased use of the current Special Termination Cost Clause (STCC)
would not be well received by the Congress or the Office of Management and Budget (OMB).
Furthermore, program managers are not necessarily receptive to requesting approval of a
STCC from their higher headquatrters.

Alternative Approaches to Funding Termination Liability

Our research identified the following alternative approaches to managing and funding
contract termination Liability.

1. Impose a “Tax” on All Programs Subject to Termination Liability for the
Purpose of Establishing an Insurance Fund to Cover Termination Liability.

The advantages of this alternative include the benefit for program managers of not
having to commit funds to cover TL, thus allowing better use of funds for program execution.
Additionally, since the required Termination Liability funds would be identified prior to any
termination, any concerns for possible Anti-deficiency Act violations should subside. Finally, for
the Military department, significantly fewer dollars would be tied up unproductively for TL and
would be available for program execution.

The disadvantages of this option include the fact that those programs not at risk for
termination would have to pay this TL tax, thus decreasing their amount of budget for executing
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the program. For not-at-risk programs, this tax would make program management more
difficult. The dollars associated with this tax would not be available until late in the fiscal year if
they were not used to cover a termination; if they were used to cover a termination, the program
would lose the money permanently—presenting a lose-lose proposition for the program
manager. Finally, another disadvantage would be that at-risk programs would not have the
funds required to pay for the tax available for program execution, thus, putting these programs
at an increased disadvantage.

Some of the potential questions related to this alternative include the following:

¢ Who determines the “tax”? Those programs at greatest risk should logically be taxed
more than those programs not at risk.

e Who determines the risk of a possible program termination?

¢ Would the insurance fund provide an attractive target for Congressional rescissions as
well as Department reprogrammings?

o When and how would the unused portion of the funds be returned to the programs?

2. Allow Coverage of Termination Liability to be Assumed at the Major Command
or PEO Level.

One advantage of this alternative is that program managers could use all of the funds
appropriated for their programs for program execution. Additionally, the use of STCCs with the
associated Congressional notification would not be required. Another advantage of this
approach is that the uncertainty of fund availability (as opposed to the tax approach) would be
eliminated. Finally, there would not be a pot of funds to be targeted by Congress or the
Department.

The disadvantages of this option include the fact that this approach is similar to the
STCC approach—which has not enjoyed strong support from the OMB or the Congress.
Additionally, concerns regarding possible Anti-deficiency Act violations would likely increase.
Finally, another disadvantage would include the fact that paying for a program’s termination
costs would likely adversely impact other programs.

Some of the potential issues related to this alternative include the following:
e This approach would appear to the OMB and Congress as an attempt to forego
budgeting for Termination Liability.
e A program termination late in the fiscal year could be difficult to fund. Above-threshold
reprogramming requests are rarely certain or timely.
3. Increase the Use of Special Termination Cost Clauses (STCC)

The advantages of this alternative include the benefit that program managers would be
able to use all of the funds appropriated for their programs for program execution. The
uncertainty of fund availability (as opposed to in the tax approach) would be eliminated for
program managers.
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The disadvantages of this option include the fact that Congress and the OMB have
already exhibited a lack of enthusiasm for the increased use of STCCs. Additionally, the
paperwork involved with STCCs is considered onerous by the programs that have completed it.

Recommendations

Based on the research findings, the following recommendations are provided.

1. Remove ambiguity and improve consistency in the regulations.

The current regulations pertaining to the management of contract termination lend
themselves to differing and inconsistent interpretations among the Services and functional areas
(program management, financial management, and contract management). If the “liberal”
interpretation of current regulations is different from what is desired or is the intent of the
agencies, these regulations should be revised to remove any ambiguity and to improve the
consistency between the functional areas.

2. Do not impose a tax system to provide funding for potential Termination
Liability.
The taxing of program offices for the purpose of generating a pool of funds to use for
Termination Liability results in a lose-lose proposition for program offices and may result in more

disadvantages than advantages. In addition, the potential issues related to this alternative
would require additional research and analysis.

3. Continue to use STCCs for the larger programs with funding or longevity
concerns.

For larger, major defense acquisition programs that have a lower probability of
termination due to visibility, political ties, or urgency of need, the DoD should continue to
support the use of STCCs to allow for greater use of program funds for program execution.

Summary and Conclusion

The purpose of this research was to explore current Department of Defense
mechanisms for addressing Contract Termination Liability, review current practices and
procedures for funding and managing Termination Liability, and propose alternative approaches
to improve the DoD’s ability to manage Termination Liability and its effect on defense acquisition
programs. This research reviewed the regulatory and policy guidance on Contract Termination
Liability. A review of current practices and procedures for funding and managing Termination
Liability was conducted based on interviews and document reviews with the Air Force, Navy,
and other various DoD agencies. Program management challenges and preliminary
observations and findings were then presented. A discussion of alternative approaches to
funding Termination Liability was discussed, including the use of Special Termination Cost
Clauses (STCC). Finally, recommendations were presented.

The regulations and policies pertaining to the management and funding of Contract
Termination Liability are inconsistent and subject to interpretation. Program managers, finance
and budget managers, and contracting officers have differing interpretations of the requirement
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for funding Termination Liability. Furthermore, the practices and procedures used in defense
acquisition program offices reflect this inconsistency.

In addition, the probability that a government contract will be terminated for convenience
is very small. Program managers and contractors are aware of the statistics, and their approach
to Termination Liability reflects that knowledge. The normal procedure for handling the potential
liability associated with a contract terminated for convenience is to “budget” for the liability.
Then, in coordination with the contractor, the required amount of funding is tracked on a regular
basis. In this case, budgeting for Termination Liability does not mean obligating funds
specifically for that purpose.

Additionally, program managers are not in favor of a “tax” that would negate the
requirement to budget for TL. For the most part, they are satisfied with the status quo because
the procedure they currently use to handle TL allows them to keep all of the funding
appropriated for their program. A tax would deprive them of funds they currently have at their
disposal. In fact, a program that has funding problems could be put in jeopardy by having to
relinquish funding to pay for a tax. Program managers feel as though the statistics support their
current approach.

Furthermore, if all programs were taxed, there is a general concern that the pooled funds
would likely be lost for good—either the military Departments (or DoD) would use them to solve
other problems if they were not required to cover a liability, or Congress would look upon the
funds that had been set aside as a “slush fund” and be tempted to use them elsewhere.

Also, support for increased use of STCCs is not evident, either at the program level or
the OMB or Congressional level. Congress has expressed its concern regarding STCCs through
report language. OMB correspondence has indicated that support for more than one STCC per
service is unlikely. However, it should be noted that those programs that have significant
funding problems and/or are concerned about the possibilities of termination do support
additional use of STCCs. In fact, these programs would prefer to have a STCC that covers more
cost elements than the standard STCC.

Finally, this research recommended that the Department of Defense: remove the
ambiguity and improve the consistency in the regulations pertaining to the management of
Termination Liability, not impose a tax system to provide funding for potential Termination
Liability, and continue to use STCCs for the larger programs with funding or longevity concerns.
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Abstract:

Our guiding assumption in organization of our research and this report is that to
understand the defense acquisition process and reform arguments, it is necessary to know
something about the organizational and managerial context in which such reform must take

ACQUISITION RESEARCH: CREATING SYNERGY FOR INFORMED CHANGE -424 -




place. Consequently, this report for the 2007 NPS Acquisition Symposium is organized into four
parts: (i) an analysis of the Enterprise organization and management initiative now underway in
Department of Defense (DoD), demonstrating (ii) how it encompasses the new approach to
defense capabilities thinking, planning and management as a preamble to our argument for
acquisition system and process reform. Along the pathway to presentation of our acquisition
reform proposals, we show (iii) the role of better business practices and information technology
in adding value to DoD acquisition and resource management in terms of improved organization
strategy based on lessons from economics in the private sector in evolving from bureaucracy to
hyperarchy and netcentric organization. It this section, we draw lessons from the manner in
which businesses operate in the new global economy and how the development of new
information technology should enable managerial reform. This analysis supports the types of
change we recommend later in the report in a way that adds value to DoD acquisition and
resource management. We advance our analysis in part by applying lessons from economic,
information and value-chain theory and practice, illustrating the utility of this approach using the
examples of Toyota Motor corporation and the DoD Global Information Grid (GIG); by
employing these examples, we demonstrate both possibilities and obstacles to be overcome in
reorganizing the DoD and its acquisition and resource management processes to better meet
market demand and to respond to changes in the threat environment. Part of this argument
includes assessment of the application of new technology, particularly IT, and the principle of
netcentricity and hyperarchy in DoD reorganization and acquisition/resource management
reform. We assert the necessity for understanding something about the new economics of
organizations and a critique of bureaucratic organization as critical intellectual components of
support for our proposed reforms. Finally, (iv) we advance two approaches to reform in terms of
magnitude of change in DoD acquisition, procurement and resource management: (a) an
argument for marginal adjustment based on our view of the need for implementation of longer-
term capital and performance-oriented budgeting in combination with radical DoD business
process reengineering, consistent with the principles, methods and goals of enterprise
management, and (b) a much more radical conversion of the DoD to an approach that 